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■ABSTRACT
The d e fe r re d  ch a rg es  c l a s s i f i c a t i o n *  as p r e s e n t ly  
c o n s t i tu t e d ,  em braces a v a r ie ty  o f  item s which a r e ,  to  a 
l a r g e  e x t e n t ,  u n lik e  and u n re la te d  to  one a n o th e r  in  n a tu re  
and f u n c t io n .  The u s e fu ln e s s  o f  t h i s  s e c t io n  in  c u r re n t  
b a la n c e - s h e e ts  i s  q u e s tio n a b le . Many in d iv id u a ls  lo o k  
upon th e  s e c t io n  w ith  c o n s id e ra b le  doubt and s u s p ic io n ; 
many a n a ly s ts  e l im in a te  th e  s e c t io n  co m p le te ly .
The purpose o f  t h i s  d i s s e r t a t i o n  i s  to  e v a lu a te  th e  
t r a d i t i o n a l  a c c o u n tin g  tre a tm e n t o f  d e fe r re d  ch a rg es and to  
o f f e r  recom m endations which w i l l  r e s u l t  in  a more u s e fu l 
p r e s e n ta t io n  o f  th e  item s c u r r e n t ly  i d e n t i f i e d  as d e fe r re d  
c h a rg e s . The a n a ly s is  undertak en  I s  based  upon a s tu d y  o f  
b a s ie  a c c o u n tin g  c o n c e p ts . The Item s in v e s t ig a te d  a re  
th o s e  which ex am in a tio n  o f  re c e n t b a la n c e -s h e e ts  and c u rre n t 
a c c o u n tin g  l i t e r a t u r e  r e v e a ls  to  be th e  m ost common d e fe r re d  
ch arg e  i te m s .
The d e t a i l e d  p ro ced u re  c u s to m a rily  fo llow ed  in  acco u n t­
in g  f o r  p re p a id  expenses i s  s a t i s f a c t o r y .  However, th e  
p r e s e n ta t io n  o f  th e s e  s h o r t - t e m  prepaym ents in  th e  d e fe r re d  
ch a rg es  s e c t io n  o f  th e  b a la n c e -s h e e t  r e s u l t s  i n  an in a c cu ­
r a t e  p r e s e n ta t io n  o f  w orking c a p i t a l  a s s e t s .  I t  i s  t h e r e ­
f o r e  recommended in  t h i s  s tu d y  th a t  p re p a id  expenses be 
c l a s s i f i e d  in  th e  c u r r e n t  a s s e t  s e c t io n  w ith  o th a r  w orking 
c a p i t a l  a s s e t s .
The customary ac co u n tin g  tre a tm e n t o f  o rE a n ia a tio n
v l i
developm en ta l e x p e n d itu re s  r e s u l t s  In  an im m ediate 
(o r  a r b i t r a r i l y  r a p id )  w r i t e - o f f  o f  such c o s t s .  T h is  
t r e a tm e n t  r e f l e c t s  a l iq u i d a t i o n  a t t i t u d e ,  in  c o n f l i c t  
w ith  th e  go ing  concern  concept# I t  la  recommended th a t  
su ch  e x p e n d itu re s  be c a p i ta l i s e d  and c l a s s i f i e d  a s  i n ­
ta n g ib le  a s s e t s ,  to  be am o rtised  as expense e q u i ta b ly  
o v e r  th e  p e r io d s  b e n e f i t in g  therefrom #
N oraal Aaa&aS aEifiifiS  & 2£lM  J&S deyeX opaantal p e rio d  
have t r a d i t i o n a l l y  been w r i t t e n  o f f  im m ediately  (o r  as 
r a p id ly  a s  e a rn in g s  w i l l  p e rm it)*  Inasmuch as such lo s s e s  
a re  n e c e s s a r i ly  in c u r re d  i n  th e  e s ta b lish m e n t o f  th e  going 
co n c e rn , th ey  sh o u ld  be reco g n ized  a s  v a l id  developm ental 
c o s ts  and sh o u ld  be accorded  th e  tre a tm e n t recommended f o r  
such  co sts*  H eplacem ent lo s s e s  and e x tra o rd in a ry  l o s s e s , 
o f te n  t r e a t e d  a s  d e fe r r e d  c h a rg e s , shou ld  be w r i t te n  o f f  
im m ed ia te ly . Such lo s s e s  do n o t r e p r e s e n t  c o s ts  which 
b e n e f i t  f u tu r e  p e r io d s ,
E x p en d itu re s  f o r  rem o d e lin g * r e a r r a n g in g . and r e i n ­
s t a l l i n g  e x i s t in g  f a c i l i t i e s  r e p re s e n t  c o s ts  r e l a t i n g  to  
s p e c i f i c  ta n g ib le  f a c i l i t i e s *  The t r a d i t i o n a l  c l a s s i f i c a t i o n  
o f  such c o s ts  a s  d e fe r re d  ch a rg es does no t p roduce an 
a c c u ra te  s ta te m e n t o f  th s  c o s ts  o f  ta n g ib le  f a c i l i t i e s  
p r e s e n t ly  i n  U3 e . I t  I s  recommended th a t  such c o s ts  be 
I d e n t i f i e d  d i r e c t l y  w ith  th e  f a c i l i t i e s  to  which th e y  r e ­
l a t e  r a th e r  th an  as  d e fe r re d  c h a rg e s ,
U nqiaortlzed d isc o u n t r e l a t i n g  to  o u ts ta n d in g  b o n d s, 
t r a d i t i o n a l l y  p re s e n te d  as a d e fe r re d  ch a rg e , In  r e a l i t y
v i i i
r e p r e s e n ts  u n accru ed  i n t e r e s t  on th e  n e t  amount i n i t i a l l y  
borrow ed . I t  i s  recommended th a t  t h i s  ite m  be r e f l e c t e d  
in  th e  p r e s e n ta t io n  o f  th e  l i a b i l i t y  f o r  th e  amount borrowed 
to  d a te  r a th e r  th an  a s  a  d e fe r r e d  charge* W ith re g a rd  to  
u n a ia o rtise d  d is c o u n t  and c a l l  premium on re fu n d ed  bopds. 
i t  i s  recommended t h a t  th e s e  item s be w r i t te n  o f f  immedi­
a te ly *  They r e l a t e  e x c lu s iv e ly  to  p a s t  p e rio d s}  fu tu re  
p e r io d s  d e r iv e  no b e n e f i t  from  them#
The cu m u la tiv e  e f f e c t  o f  th e  re e o m e n d a tio n s  in  t h i s  
d i s s e r t a t i o n  i s ,  th u s ,  com plete  e l im in a tio n  o f  th e  custom ary 
d e f e r r e d  ch a rg e s  s e c t io n  o f  th e  b a la n c e -sh e e t*  Item s 
c u r r e n t ly  p re s e n te d  in  t h a t  s e c t io n  m y  be more meaning­
f u l l y  and more u s e f u l ly  p re s e n te d  e lsew here  in  acco u n tin g  
s ta tem en ts#
I x
IKTRODUOTlOH
©IS NATURE OF ACCOUNTING-
"Accounting c o n s is t s  o f  the concepts * p r in c ip le s*  
standards* ru les*  and te c h n ic a l procedures by 
means o f whioh th e economic or f in a n c ia l data o f  
th e  b u sin ess e n te r p r ise  are gathered* c la s s if ie d *  
recorded* and p e r io d ic a lly  analyzed and reported  
fo r  the b e n e f it  o f  in te r e s te d  p a r t ie s
A comprehensive d e f in i t io n  o f  a su b ject as broad as
accounting i s  not p o s s ib le  in  a s in g le *  b r ie f  statement*
th e  b est th a t any such statem ent can do i s  to  emphasize
c e r ta in  a sp ec ts  o f  the su bject*  The above d e f in it io n  has
been s e le c te d  fo r  use in  t h is  d isc u ss io n  because i t  high*
l ig h t s  two c h a r a c te r is t ie s  o f  accounting which in flu en ce
th e  method o f  a tta ch  employed in  the a n a ly s is  o f the problem
o f  accounting which i s  in v e s t ig a te d  in  th is  study* a b r ie f
d e sc r ip tio n  o f  th e se  two c h a r a c te r is t ic s  i s  d es ira b le  before
s ta t in g  the problem which i s  the su b jec t o f  t h is  study*
The Purpose o f  Accounting
The b a sic  fu n ctio n  o f  accounting i s  to  furn ish  finan *  
o ia l  in form ation  concerning a b usiness en terp r ise  to  in ­
d iv id u a ls  and groups who have In te r e s ts  in  th at en terp rise*  
Many years ago when the ty p ic a l business en terp r ise  was
*'/?• A* Pa to n ,  "A ccoun ting ,"  ©10 Enc y c lop ed ia  Americana 
(New Tories Americana C o rp ., 1947T7"xT~TK---- ------------------------
a s m a ll ,  l o c a l  e s ta b l is h m e n t , f in a n c e d , managed, and la r g e ly  
o p e ra te d  by a s o le  p r o p r i e to r ,  th e  p r o p r ie to r  was th e  on ly  
one who had an i n t e r e s t  i n  f in a n c ia l  d a ta  o f  th e  e n te r p r i s e .  
Under th o s e  c o n d i t io n s ,  he was th e  o n ly  one to  be e e r r e d  by 
th e  ac co u n tin g  p ro cess*
W ith th e  p a s s in g  o f  t im e , changes h a re  tak en  p la c e .
The ty p io a l  b u s in e s s  e n t e r p r i s e  o f  to d ay  i s  q u i t s  d i f f e r e n t  
from  th a t  d e s c r ib e d  above. The c o rp o ra te  form  o f  o rg an i­
z a t io n  h as  had  c o n s id e ra b le  in f lu e n c e  In  th e  ch an g es. The 
t y p i c a l  e n te r p r i s e  o f  to d a y  i s  much l a r g e r  th a n  i t s  cou n ter*  
p a r t  o f  a  c e n tu ry  ag o . W ith th e  grow th in  s iz e  have come 
a  g r e a t e r  s e p a ra t io n  o f  ow nership  and management and an  in ­
c re a se d  use  o f  c r e d i t o r - c a p i t a l  a s  compared w ith  p r o p r ie ta r y -  
c a p i t a l .  W ith th e  grow th in  s iz e  h as  a ls o  come an in c re a se d  
r e s p o n s i b i l i t y  o f  th e  e n te r p r i s e  t o  s o c ie ty .  I t  i s  t h i s ,  
i n  a d d i t io n  to  ta x a t io n  o f  th e  e n t e r p r i s e ,  which h a s  brought 
ab o u t an in c re a s e d  i n t e r e s t  o f  t h e  government in  th e  b u s in e ss  
e n t e r p r i s e .  Because o f  th e s e  changes, in s te a d  o f  j u s t  a 
s o le  p r o p r ie to r  th e r e  a r e  now s e v e r a l  groups who may be 
i n t e r e s t e d  i n  th e  f in a n c ia l  d a ta  o f  a  b u s in e ss  e n te r p r i s e :  
management, p r e s e n t  and p o te n t i a l  in v e s to r s  ( in c lu d in g  owners 
and c r e d i t o r s ) ,  em ployees, and governm ent.
In  s p i t e  o f  th e s e  changes i n  th e  b u s in e ss  e n t e r p r i s e ,  
th e  g e n e ra l  p u rp o se  o f  a c co u n tin g  rem ains th e  same—to  
f u r n is h  u s e fu l  f i n a n c i a l  in f o m a t io n  to  th o s e  who have in ­
t e r e s t s  in  th e  b u s in e s s  e n t e r p r i s e .  However, w ith  a v a r ie ty  
o f  i n t e r e s t e d  g roups t o  be se rved  r a th e r  than  a s in g le  o n e , 
th e  f u l f i l l m e n t  o f  th a t  pu rpose h as  become more d i f f i c u l t .
aWith th e  changes and growth la  the b u sin ess e n te r p r ise ,  
i t  has been n ecessary  fo r  th e  accounting p rocess to  change 
and expand In order to  meet the ch a lle n g e«
The s tru c tu re  o f  Accounting
Accounting i s  made up o f a m ultitude o f conventions, 
d o c tr in e s , p r in c ip le s ,  r u le s ,  procedures, methods, tech-* 
n iq u e s , and p r a c t ic e s • The elem ents in  the stru ctu re  o f  
ac co u n tin g  range from th ose which are o f rather super­
f i c i a l  nature to  th ose  which are properly  considered  o f  
fundamental and b a sic  s ig n if ic a n c e #  At one extreme are 
th e  p r a c t ic e s  and techn iques which r e la te  w holly to  the  
m echanics! a sp ec ts  o f  recording the f in a n c ia l data w ith  
which th e  accounting p rocess deals*  At the other extreme 
are to  be found concepts which are o f such fundamental s ig ­
n i f ic a n c e  t h a t  th e ir  in flu en ce  may be traced  throughout the  
s t r u c t u r e  o f  accounting* I t  i s  w ith th is  group that much 
o f  th e  d isc u ss io n  to  fo llo w  w i l l  deal and fo r  convenience  
in  t h is  d isc u ss io n  the term w basic  accounting concept s'* 
w i l l  be used to  r e fe r  to  It*
I n  a n a ly z in g  the stru ctu re  o f accounting th ese  b asic  
a cco u n tin g  concepts may be compared w ith the g ird ers in  
th e  fram ew ork  o f  a building* They g iv e  to  the stru ctu re  o f  
accounting i t s  s t a b i l i t y  and b asic  shape* With th is  frame- 
w ors as a s t a r t ,  th e  "© aifie©” o f accounting i s  then fa sh ­
ioned by the a d d itio n  o f s p e c if ic  procedures, p r a c t ic e s ,  
m ethods, nnd techniques o f  a lower order. The general 
shape o f  the stru otu re  i s  thua determined by an underlying
4framework o f  b a sic  co n cep ts; the more minute fea tu res  o f i t  
are determined by s p e c i f i c  procedures, p r a c t ic e s , and so  
forth*  The e f fe c t iv e n e s s  o f  the o v e r a ll  stru ctu re  in  f u l ­
f i l l i n g  th e purpose  o f  accounting depends to  0 la r g e  degree 
on the e x te n t  to  which the s p e c i f i c  procedures and p r a c t ic e s  
a r e  fash ion ed  to  conform to  the underlying framework and to  
harm onize w ith  one another*
The r e c o g n it io n  o f  the r e la t io n s h ip  th a t e x is t s  be­
tw een the b a s ic  co n cep ts  o f  accounting and s p e c i f ic  ac­
co u n tin g  procedures and p r a c t ic e s  su ggests the lo g ic a l  use 
o f  th e se  b a s ic  concepts as c r it e r ia  in  judging and evalu ­
a t in g  s p e c i f i c  procedures and p r a c t ic e s  in  accounting*
STATSKEOT O f  PURPOSE
In  accounting p r a c t ic e  today the term "deferred charges11 
i s  custom arily  used to  r e fe r  to  sev era l types o f item s 
which ere  rath er d is s im ila r  in  nature* The term i s  a lso  
used as the caption  for  the s e c t io n  in  which th ese  h etero ­
geneous Items are presen ted  on the balance-sheet*
A cursory exam ination o f the procedures t r a d it io n a lly  
fo llo w ed  in  accounting fo r  th ese  deferred  charge item s w i l l  
r e v e a l p r a c t ic e s  which are q u ite  d if fe r e n t  from, and in ­
c o n s is te n t  w ith the accounting p r a c t ic e s  which are fo llow ed  
in  other areas o f  accounting* Immediately the question  
a r is e s :  I s  the t r a d it io n a l accounting treatm ent o f deferred
charges correct?
Current and p ast l i t e r a tu r e  o f accounting does not 
provide an adequate answer to  th is  question* In most in s ta n c e s ,
5w r i te r s  on th e  sub  j e s t  do l i t t l e  mors th an  d e s c r ib e  th e
i
p ro c e d u re s  t r a d i t i o n a l l y  fo llo w ed  in  a c c o u n tin g  f o r  d e fe r re d  
c h a rg e  item s*  l i t t l e  o r  no a tte m p t l a  made to  j u s t i f y  th e  
custom ary  p ro c ed u re s  o r  to  p o in t  ou t t h e i r  w eaknesses and 
t o  su g g e s t o th e r  p ro ce d u re s  $q ta k e  t h e i r  p lace*
I t  i s  th e  p u rp o se  o f  t h i s  d i s s e r t a t i o n  t o  a n a ly se  and 
t o  e v a lu a te  th e  t r a d i t i o n a l  a c c o u n tin g  tre a tm e n t o f  th e  
item s w hich  a r e  c u s to m a r ily  i d e n t i f i e d  a s  d e fe r r e d  charges*
Jh t h i s  e v a lu a tio n *  th e  c r i t e r i a  to  be u sed  a re  th e  b a s ic  
a c c o u n tin g  co n cep ts*  Thus, th e  a n a ly s is  i s  u n d ertak en  p r i ­
m a r i ly  from  th e  s ta n d p o in t o f  an sw ering  th e  Q uestions How 
c lo s e ly  do th e  p r a c t i c e s  t r a d i t i o n a l l y  fo llo w ed  in  accoun t­
in g  f o r  d e f e r r e d  ch a rg e s  conform  to  th e  re c o g n ise d  and 
g e n e ra l ly  a c c e p te d  b a s ic  a c c o u n tin g  concep ts?  In th o se  
in s ta n c e s  where nonconform ance i s  noted*  Gin a tte m p t i s  made 
t o  d is c o v e r  th e  j u s t i f i c a t i o n *  i f  any* f o r  such nonconform­
ance* Where j u s t i f i c a t i o n  i s  found  t o  be lack in g *  p ro ced u res  
and  m ethods which a r e  in  conform ance w ith  th e  b a s ic  concep ts  
a r e  suggested*
The scope o f  t h i s  d i s s e r t a t i o n  i s  l im i te d  in  two r e ­
s p e c ts *  F i r s t*  th e  in d iv id u a l  item s in v e s t ig a te d  In  t h i s  
s tu d y  a re  th o se  d i i c h  a re  commonly id e n t i f i e d  a s  d e fe r r e d  
c h a rg e s  in  c u r r e n t  a c c o u n tin g  l i t e r a t u r e  and p ra c t ic e *  They 
a r e  deemed t o  be th e  m ajor d e fe r re d  charge Item s* A v a r ie ty  
o f  o th e r  item s a r e  o c c a s io n a lly  c l a s s i f i e d  a s  d e fe r re d  
ch a rg es*  l a r g e ly  a s  a  r e s u l t  o f th e  tendency  among some a c ­
c o u n ta n ts  to  t r e a t  th e  d e fe r r e d  ch arg es c l a s s i f i c a t i o n  a s  a  
wc a t c h - a l l w se c tio n *  In t h i s  s tu d y , however* no a ttem p t
has bean made to  in v e s t ig a te  and to  eva lu a te  the accounting  
treatm ent o f  th ese  o cca sio n a l or In c id en ta l item s *
The second l im ita t io n  in  scope i s  n ecessary because o f  
the wide v a r ie ty  e x is t in g  among th ose  item s which are in ­
v e s tig a ted *  The study o f  th ese  item s Impinges on sev era l  
d iv erse  areas o f  accounting: the accounting for working
c a p ita l  a s s e t s ,  th e  accounting for  ta n g ib le  f ix e d  a s s e t s ,  
the accounting for In ta n g ib le  a s s e t s ,  the accounting for  
l i a b i l i t i e s ,  and the accounting fo r  lo s s e s*  An in v e s t ig a t io n  
o f  the Innumerable s p e c ia l  problem s, w ith a l l  th e ir  com pli­
ca tio n s  and r a m if ic a t io n s , which may a r is e  in  each o f th ese  
a r e a s , i s  deemed to  be beyond the scope o f  th is  study* 
However, the in v e s t ig a t io n  in  th is  study i s  Intended to  be 
s u f f ic ie n t  to  provide a b a sis  fo r  the recommendation o f  
gen era l r u le s  and p r in c ip le s  for  the co rrectio n  o f those  
weaknesses in  the accounting treatm ent o f  the item s in ­
v e s t ig a te d  which stem from the tr a d it io n a l id e n t i f ic a t io n  
o f  th ese  item s as deferred  charges*
ORGANIZATION Of THlFl ITUIJY
The b asic  concepts which w i l l  be used as c r i t e r ia  in  
t h i 3 3tudy w i l l  be s ta te d  and described  b r ie f ly  in  Chapter
11 . In  connection  w ith  the d esc r ip tio n  o f  th ese  concepts,
& number o f  terms which w i l l  be used in  la t e r  chapters w i l l  
be introduced and defined  in  the sense in  which they w i l l  be 
used la ter #
The purpose o f  Chapter I I I  i s  to describ e b r ie f ly  th e  
gen era l nature o f  the deferred  charges c la s s i f ic a t io n  in
7accou n tin g . The customary b a lance-sh eet pra.-ient-stian o f  
t h is  s e c t io n  w i l l  be d ia cu ssed , i l lu s t r a te d  by c ita t io n s  
from recen t published  b a la n c e -sh ee ts•
Inasmuch as the various types of item s custom arily  
c l a s s i f i e d  as deferred  charges d if f e r  in  nature from one 
another in  many r e s p e c ts , m o h type w i l l  be g iven  in d iv id u a l 
a t te n t io n  in  t h is  study*  ^ separate chapter w i l l  be devoted  
to  each o f the p r in c ip a l types o f deferred  charge items 
(Chapters IV through IX) .  The organ iza tion  o f each o f th ese  
chapters I s  s u b s ta n t ia lly  as fo llo w s: d escr ip tio n  o f  the
tr a d it io n a l  accounting treatm ent o f the item , in d ica tio n  
o f  weaknesses in  the tr a d it io n a l accounting treatm ent, and 
recommendations fo r  improvement in th e accounting treatm ent.
In Ohapter X the con clusions and recommendations in  the 
preceding chapters d ea lin g  w ith s p e c i f ic  deferred charge 
Items w i l l  be summarized. In a d d itio n , sev era l conclusions  
w ith  regard to  the general su b ject o f deferred charges w i l l  
be s ta te d .
CHAPTSR XX
BASXO ACCOUNTING QONQBWS
GMSRAL NATUHS O f  BASIC ACCOUNTING Q0NCKPT3
Xu th e  l i t e r a t u r e  o f acco u n tin g  to d ay  th e r e  i s  n o t 
u n iv e r s a l  agreem ent a s  to  te rm in o lo g y  f o r  r e f e r r in g  to  what 
a r e  h e re  c a l le d  b a s ic  a c co u n tin g  concepts*  These same con-* 
e e p ts  a re  v a r io u s ly  r e f e r r e d  to  as  fundam ental acco u n tin g  
p r i n c i p l e s ,  b a s ic  a cco u n tin g  p o s tu la te s ,  acco u n tin g  conven­
t i o n s  f ac co u n tin g  d o c t r in e s ,  a cco u n tin g  s ta n d a rd s , b a s ic  
acco u n tin g  assu m p tio n s , and acco u n tin g  axioms* In d iv id u a l 
a u th o rs  a re  som etim es n o t c o n s i s te n t ,  u s in g  some of th e  above 
te rm s in te rc h a n g e a b ly . In  s p i t e  o f  such d isag reem en t in  
te rm in o lo g y , th e re  i s  g e n e ra l agreem ent a s  to  th e  e x is te n c e  
o f  a body o f c o n c e p ts , axiom s, o r  p r in c ip le s  o f such h igh  
o rd e r  as to  s e t  them © part from th e  more m echanical and 
r o u t in e  r u l e s  and p r a c t i c e s  o f  accounting*  These concepts 
a re  n o t th e  d i r e c t  r e s u l t  o f  a c t io n  by l e g i s l a t i v e  o r  p a r ­
lia m e n ta ry  b o d ie s  a lth o u g h  th e y  have been in f lu e n c e d  by 
a c t io n s  o f  such  bodies*  They a re  n o t to  be found fo rm a lly  
s t a t e d  i n i t i a l l y  i n  any c o n s t i tu t io n  o r  code o f  r e g u la t io n s  
a lth o u g h  r e f e r e n c e  to  them  i s  becoming more and more common 
in  such  documents* They a re  n o t th e  r e s u l t  o f  d e l ib e r a te  
s c i e n t i f i c  r e s e a rc h  and e x p e rim e n ta tio n , as a re  many o f  th e  
s c i e n t i f i c  la w s , a lth o u g h  th e y  have been In flu e n c e d  by many 
s o c ia l  and n a tu r a l  s c i e n t i f i c  phenomena* In s te a d , th e se
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9co n cep ts  a re  th e  r e s u l t  o f  g ra d u a l p e rc e p tio n  th a t  th e  
ac co u n tin g  p ro c e s s  can he m ost u s e fu l  i f  i t s  d e ta i l e d  pro-* 
e e d u re s  and p r a c t i c e s  a re  d ev ised  and a rran g ed  in  c o n fo m lty  
w ith  c e r t a in  u n d e rly in g  assu m p tio n s , co n v e n tio n s , and 
d o c tr in e s*
I t  must n o t be assumed th a t  th e s e  co n cep ts  a re  w holly
im m utable. Economic changes cause  changes in  th e  groups
se rv e d  by th e  acco u n tin g  p ro c e s s .  C orresponding  changes
and m o d if ic a t io n s  may be exp ec ted  in  th e  b a s ic  co n c ep ts ,
fo llo w ed  by a p p ro p r ia te  changes in  p r a c t i c e s  and p ro c e d u re s .
Such changes a r e  n e c e s s a ry  i f  acco u n tin g  i s  to  se rv e  i t s
p u rp o se s  * Samuel J ,  Broad h as warned a g a in s t  r i g i d i t y  In
th e  acco u n tin g  p ro c e s s  in  th e  fo llo w in g  w ords:
"The whole w orld i s  in  a s t a t e  o f  f lu x ,  For f in a n ­
c i a l  r e p o r t s  to  be o f  s e rv ic e  in  th e s e  changing 
c o n d i t io n s  acco u n tin g  must be dynamic and v i r i l e ,  
n o t s t a t i c  and p la c id .  I t  can no more be s t a t i c  than  
th e  economy i t  se rves*  We cannot a f fo rd  to  be con­
t e n t  ed , to  b in d  o u rse lv e s  to  th e  p a s t ,  o r  to  have 
p ro g re s s  r e s t r i c t e d  by th e  b e l i e f  t h a t  w hatever i s  
i s  r i g h t .  F lu id  m o b i l i ty ,  r a th e r  th an  a M aglnot 
l i n e ,  i s  th e  need o f  th e  d ay ,* A
The r e a l i s a t i o n  o f  t h i s  c h a r a c t e r i s t i c  o f  th e  b a s ic  concep ts
i s  o f  s p e c ia l  im portance  in  any s tu d y  which a t t e s t s  to  use
them as  c r i t e r i a  f o r  a n a ly s is  and e v a lu a tio n  o f  s p e c i f i c
p ro c e d u re s . The e x is te n c e  o f  in c o n s is te n c ie s  and contra**
d ic t io n s  In  d e t a i l e d  p ro ced u res  and p r a c t ic e s  I s  sometimes
th e  r e s u l t  o f  changes which a re  in  th e  p ro c e ss  o f  be ing
made, th e  im pact o f  which have n o t  been f e l t  s im u ltan eo u sly
^Samuel I*  B road, "The Need f o r  C ontinu ing  Change in  
A ccounting P r in c ip le s  and P r a c t i c e s , " The Jo u rn a l of 
Accountancy, XC (1 9 5 0 ), 408,
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a t  a i l  l e v e l s  o f  th e  ac c o u n tin g  s t r u c tu re *
A second f e a tu r e  o f  th e s e  b a s ic  co n cep ts  m ust a l s o  be 
a p p re c ia te d  i f  th e y  a re  to  be used  as c r i t e r i a  as In d ic a te d  
above* These co n c ep ts  a re  n o t  o f  such dom inating  n a tu re  and 
u n iv e r s a l  a p p l i c a b i l i t y  t h a t  no v a r i a t io n  from  them i s  
p o s s l b i l e *2 I t  may be w e ll  to  r e c a l l  th e  f a m i l ia r  e x p re s s io n , 
"The e x c e p tio n  p ro v es  th e  r u l e , "  JJo doubt t h i s  sa y in g  has 
o f te n  been used  in  a t te m p ts  to  defend  r u l e s  o f  dub ious v a l i d i t y  
s im p ly  by naming e x c e p tio n s , N e v e r th e le s s , th e  adage does 
have v a lu e  I n  th a t  i t  Im p lie s  t h a t  a s in g le  v a r ia t io n  o r  
p o s s ib ly  s e v e r a l  v a r i a t io n s  do n o t a lo n e  n u l l i f y  th e  v a l i d i t y  
o f  a r u l e  o f  w ide a p p l i c a b i l i t y *  H x teau a tin g  c irc u m sta n c es  
may s e rv e  to  j u s t i f y  c e r t a in  v a r i a t io n s  from g e n e ra l r u le s  in  
a c c o u n tin g  as  w ell a s  in  o th e r  a re a s  o f  human a c t iv i ty *
A t h i r d  f e a tu r e  o f  th e  b a s ic  concep ts  m ust a ls o  be con- 
s id e r e d .  At tim es th e r e  may be c o n f l i c t  between b a s ic  concep ts  
them selves*  T h is  s o r t  o f  c o n f l i c t  h as  been lik e n e d  t o  th e  
c o n f l i c t  som etim es en co u n tered  betw een p r in c ip l e s  o f  law *3 
The e x is te n c e  o f  such  c o n f l i c t  in  acco u n tin g  co n cep ts  may, in  
some in s t a n c e s ,  be e i t h e r  th e  r e s u l t  o f w eaknesses i n  th e  
co n c ep ts  th em selv es  o r  th e  r e s u l t  o f  im proper i n t e r p r e t a t i o n
2"An acco u n tin g  p r in c ip l e  i s  no t a p r in c ip le  in  th e  sen se  
t h a t  i t  ad m its  o f  no v a r i a t i o n ,  n o r  in  th e  sense  t h a t  i t  can­
n o t c o n f l i c t  w ith  o th e r  p r in c ip le s *  The analogy to  p r in c ip l e s  
o f  law s u g g e s ts  I t s e l f ;  th ey  f r e q u e n t ly  c o n f l i c t  w ith  each 
o th e r ,  and In  many o a se s  th e  q u e s tio n  i s  w hich o f  s e v e r a l  
p a r t i a l l y ,  r e le v a n t  p r in c ip l e s  has d e te rm in in g  a p p l ic a b i l i ty *  
T h is  s i t u a t i o n  i s  so f a m i l i a r  In  law th a t  i t  I s  s u r p r i s in g  
to  f in d  i t  g iv in g  r i s e  to  any q u e s tio n  in  acco u n tin g * " 
A cooim tlna gjflAnSfrfl Mffiidwr 1  (S p e c ia l ) .  (November
1 9 4 0 ) ,  .American I n s t i t u t e  o f  A cco u n tan ts , pp* 60-61*
3i b i a . . p . 60.
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and a p p l ic a t io n  o t  th e  co n c ep ts  in v o lv e d . In  any ca se , th e  
e x e rc is e  o f  judgm ent and d i s c r e t io n  i s  o f te n  n e c e s s a ry  in  th e  
a p p l ic a t io n  o f  th e  b a s ic  co n cep ts  to  s p e c i f i c  s i t u a t i o n s .
These th r e e  c h a r a c t e r i s t i c s  o f  a c co u n tin g  co n cep ts  shou ld  
be k e p t i n  mind th ro u g h o u t th e  re a d in g  o f  th e  fo llo w in g  
d e s c r ip t io n  o f  th e  in d iv id u a l  co n cep ts  w hich w i l l  be used 
i n  th e  l a t e r  a n a ly s i s  and e v a lu a t io n  o f  th e  t r a d i t i o n a l  accoun t­
in g  t r e a tm e n t o f  d e fe r r e d  ch a rg e  i te m s .
UTILITARIAN VIEWPOINT OF ACCOUNTING
One o f  th e  m ost s i g n i f i c a n t  and m ost p e rv a s iv e  o f th e  b a s ic  
a c c o u n tin g  co n cep ts  i s  t h a t  w hich m a in ta in s  t h a t  th e  v iew po in t 
o f  a c c o u n tin g  sh o u ld  be p r a c t i c a l  and u t i l i t a r i a n .  Samuel I .
Broad em phasizes th e  need f o r  t h i s  v iew po in t i n  th e  fo llo w in g  
w ords: "The p rim ary  t e s t  by w hich a l l  economic v a lu e s , w hether
goods o r  s e r v i c e s ,  a re  judged i s  t h e i r  u t i l i t y  o r  u s e fu ln e s s . 
A ccounting  m ust m easure up to  t h i s  t e s t  I f  i t  i s  to  perfo rm  
i t s  fu n c tio n  and c o n tin u e  t o  m eet th e  needs o f  b u s in e ss  and 
governm ent and , i n  f a c t ,  th e  whole e c o n o m y . A i l  p h ases  o f  
th e  a c c o u n tin g  p ro c e s s  (a s  w e ll  a s  th e  p ro c e s s  as a whole} 
sh o u ld  s ta n d  th e  t e s t  o f  u t i l i t y ,  and th e  in f lu e n c e  o f  th e  
co n cep t o f  u s e fu ln e s s  shou ld  be o b se rv a b le  th ro u g h o u t th e  gamut 
o f  o th e r  a c co u n tin g  c o n c e p ts , p r i n c ip l e s ,  p r a c t i c e s  and p ro c e d u re s .
im m ateriality
P ro fe s s o r s  Holmes and M eier have s ta te d  th e  concep t o f 
l im a a te r ia l l ty  in  th e  fo llo w in g  w ords: "Item s t h a t  a re
^B road, , p .  406«
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im m a te ria l l a  amount may be h and led  w ith o u t re g a rd  to  o th e r
t h e o r e t i c a l  c o n s id e ra t io n s ,* ^
The concep t o f  Im m a te r ia l i ty  em phasizes the  need fo r  a 
p r a c t i c a l  approach  in  d e a lin g  w ith  item s which a re  incon­
s e q u e n t ia l  in  am ount.^  S e v e ra l ty p e s  o f  item s o f  t h i s  s o r t  
may be encountered* A common example i s  th e  ex p e n d itu re  
w hich  i s  v e ry  sm a ll in  amount b u t w hich i s  o f  such n a tu re  
t h a t  s e v e r a l  f u tu r e  acco u n tin g  p e r io d s  w i l l  r e c e iv e  b e n e f i t  
from  i t *  A s t r i c t ,  i d e a l i s t i c  tre a tm e n t o f  such an ex p e n d itu re  
would r e s u l t  i n  c a p i t a l i z in g  th e  amount a s  an a s s e t  a t  th e  
tim e o f  th e  e x p e n d itu re  and th e n  p e r io d ic a l ly  am o rtiz in g  th e  
amount a s  expense r e l a t i n g  to  th e  p e r io d s  b e n e f i t in g  from 
th e  ex p en d itu re*  I t  i s  obv ious t h a t  a more sim ple  (and 
ch e ap e r)  p ro ced u re  would be  t o  re c o rd  th e  e x p e n d itu re  as 
expense i n  th e  p e r io d  in  w hich i t  ta k e s  p lace*  I f  th e  amount 
o f  th e  e x p e n d itu re  i s  sm a ll ( in  r e l a t i o n  to  th e  s i z e  o f  th e  
b u s in e s s )  th e  s im p le r  p ro ced u re  would n o t r e s u l t  i n  any 
s i g n i f i c a n t  d i s t o r t i o n  o r  m is s ta tem e n t o f  t h e  d a ta  and th e  
co n cep t o f  im m a te r ia l i ty  may be invoked a s  grounds f o r  th e  
u se  o f  th e  more e x p e d ie n t p ro c e d u re .
The co n cep t o f  im m a te r ia l i ty  c l e a r ly  requ ire®  th e  recog­
n i t i o n  o f r e l a t i v e  s ig n i f ic a n c e  o f  item s* An amount which 
would c l e a r ly  be deemed im m a te ria l i n  s iz e  f o r  a v ery  la rg e
5 A rth u r W* Holmes and R obert A* M eier, In te rm e d ia te  
A ccounting (C hicago: R ichard  D. I rw in , I n c . , 1 9 ^9 ), p .  275#
6 "The r u le  o f  m a te r i a l i t y  em phasizes th e  p r a c t i c a l  a s ­
p e c t  t h a t  acco u n tin g  th e o ry  i s  p r im a r i ly  a gu ide  In  th e  
p r e p a r a t io n  o f  u s e fu l  f in a n c ia l  s ta te m e n ts ."  I b id . , p* 2 7 5 ,
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e n te r p r i s e  may be o f  v e ry  m a te r ia l  s ig n i f ic a n c e  in  th e  case  
o f  a s m a lle r  f i rm . R e p e ti t io u s  t r a n s a c t io n s  t h a t  a re  im­
m a te r ia l  i n  amount in d iv id u a l ly  may be m a te r ia l  when tak en  
i n  th e  a g g re g a te  and m ust be hand led  acco rd in g ly *  Stephen 
G ilm an h a s  su g g e s te d  th e  fo llo w in g  r u le  f o r  ju d g in g  immate­
r i a l i t y :  " I f  an a c c o u n tin g  d e c is io n  i s  n o t s u f f i c i e n t l y
im p o r ta n t to  in f lu e n c e  th e  c o m p a ra b ili ty  o f  f i n a n c i a l  s t a t e ­
m en ts , th e r e  may be some h in t  o f  im m a te r ia l i ty ." 7 T h is  r u le  
may s e rv e  a s  a rem in d e r t h a t  th e  concep t o f  im m a te r ia l i ty  can 
be a p p l ie d  in  co n n e c tio n  w ith  problem s o f  s ta tem e n t p re s e n ta ­
t i o n  a s  w e ll  a s  w ith  problem s o f  reco rd in g  ro u t in e  t r a n s ­
a c t io n s .  F re q u e n tly  i n  p re p a r in g  f i n a n c i a l  s ta te m e n ts  i t  i s  
p o s s ib le  to  combine s e v e r a l  item s o f in c o n s e q u e n tia l  amount 
and w hich have l i t t l e  s ig n i f ic a n c e  w ith in  them selves w ith o u t 
such  com bination  d i s t o r t i n g  th e  Im p ressio n  g iv en  by th e  
s ta te m e n t.  The u s e fu ln e s s  o f  th e  s ta tem en t may even be in ­
c re a se d  a s  a r e s u l t  o f  such tre a tm e n t Inasmuch as th e  s ig n i f ­
i c a n t  d a ta  i s  l e s s  l i k e l y  to  be h idden  in  a  maze o f  t r i v i a l  
I te m s .
MEANINGFUL STATEMENT PRESENTATION 
G en era l N atu re  o f  t&e Concept
F in a n c ia l  s ta te m e n ts  and r e p o r t s  c o n s t i tu te  th e  c u l­
m in a tio n  o f  th e  acco u n tin g  p ro c e s s .  They a re  th e  mean© by 
w hich in fo rm a tio n  i s  t r a n s m it te d  to  th e  v a rio u s  groups i n t e r ­
e s te d  in  th e  b u s in e s s  e n te r p r i s e .  T h e re fo re , th e  degree o f
7s te p h e n  G ilm an, Accounting; Qongepts of P r o f i t  (New 
Y o rk : The Ronald P re s s  hompany7 l9 ^ 9 ) , i>. 244.
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su c c e s s  w i th  w hich th e  acco u n tin g  p ro c e s s  f u l f i l l s  i t s  p u r­
p o se  depends %q  & l a r g e  e x te n t  on th e  e f f e c t iv e n e s s  o f  th e  
f i n a n c i a l  s ta te m e n ts  i n  t r a n s m i t t in g  u s e fu l  in fo rm a tio n  to  
th o s e  g ro u p s .
I t  i s  n o t  th e  pu rp o se  o f  t h i s  d is c u s s io n  to  a ttem p t a 
d e t a i l e d  s ta te m e n t o f  what c o n s t i t u t e s  p ro p e r  s ta tem en t 
p r e s e n ta t io n *  A ccountan ts i n  g e n e ra l have n o t  reach ed  com­
p l e t e  agreem ent on many p o in ts  o f  te rm in o lo g y , c l a s s i f i c a t i o n ,  
and arrangem ent*  An example o f  th e  d isag reem en t which e x i s t s  
can he e i t e d  in  th e  oase o f  th e  o p p o s ite  p o s i t io n s  tak en  by 
two n a t io n a l  a cco u n tin g  o rg a n iz a t io n s  on th e  d e s i r a b i l i t y  o f  
th e  " a l l - in c lu s iv e *  income s ta te m e n t . 0 In  r e c e n t  y e a rs  e f f o r t s  
to  im prove ac c o u n tin g  te rm in o lo g y  have a lm o st reached  th e  
p ro p o r t io n s  o f  a c ru sa d e , a lth o u g h  many a c c o u n ta n ts  have been 
slow  to  adop t some o f  th e  recommended te rm s , and o th e r  account­
a n ts  f in d  l i t t l e  to  be gained  in  some o f  th e  r e c e n t  su g g e s tio n s .
0The a t t i t u d e  o f  th e  American I n s t i t u t e  o f  A ccountants I s  
in d ic a te d  i n  th e  fo llo w in g  q u o ta tio n  from  th e  o p in io n  o f  th e  
Committee on A ccounting  P ro ced u re : ” . . .  i t  i s  th e  o p in io n  o f
th e  o o m n ltte e  t h a t  th e r e  shou ld  be  a g e n e ra l  p resum ption  th a t  
a l l  ite m s  o f  p r o f i t  and lo s e  reco g n ized  d u rin g  th e  p e r io d  a re  
to  be used in  d e te rm in in g  th e  f ig u r e  re p o r te d  a s  n e t  income* 
The o n ly  p o s s ib le  e x c e p tio n  to  t h i s  p resum ption  in  any oase 
would be w ith  r e s p e c t  to  item s which In  th e  a g g reg a te  a re  
m a te r ia l ly  s i g n i f i c a n t  i n  r e l a t i o n  to  th e  company* s n e t  in ­
come and a re  c l e a r ly  n o t i d e n t i f i a b l e  w ith  o r  do n o t r e s u l t  
from  th e  u su a l o r  t y p i c a l  b u s in e s s  o p e ra t io n s  o f  th e  p e r io d .” 
The a t t i t u d e  o f  th e  American A ccounting A sso c ia tio n  i s  
t h a t  no e x c e p tio n s  sh o u ld  be a llo w ed ; a l l  item s o f  expense, 
l o s s ,  and rev en u e  (even though  r e l a t i n g  to  some p r i o r  p e r io d )  
sh o u ld  be in c lu d ed  on th e  income s ta te m e n t. T h is  p o s i t io n  i s  
ex p ressed  i n  th e  1948 He v is io n  o f  Ac co un ting  Concepts and 
S ta n d a rd s  U nderly ing  C o rp o ra te  F inancia l! S tia tem en ls. "p u b lish ed  
In  l e a f l e t  form  by th e  iSxeoutlve Com m ittee.
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She a g i t a t io n  f o r  s im p l i f la d  s ta te m e n ts ,  fo r  in fo rm a l s t a t e ­
m ents f o r  the laym an, and f o r  v a r io u s  s p e c ia l  pu rpose s t a t e ­
m ents h as  p ro b ab ly  been g r e a t e r  in  th e  p a s t  decade th a n  in  
any o th e r  s im i la r  p e r io d  In  th e  h i s to r y  o f  accounting*  In  
view  o f  th e  v a r ie ty  o f  g roups who now a tte m p t to  use accoun t­
in g  s ta te m e n ts ,  th e re  p ro b ab ly  i s  J u s t i f i c a t i o n  f o r  a g r e a te r  
v a r i e ty  o f  acco u n tin g  s ta te m e n ts  th a n  a r e  c u s to m a rily  p rep a red  
today*
I n  s p i t e  o f  th e  c o n f l i c t  and d is s e n s io n  th a t  e x i s t s  In  
t h i s  a re a  o f  a c c o u n tin g , th e r e  i s  g e n e ra l agreem ent on one 
b a s ic  co n c ep t o f  s ta te m e n t p r e s e n ta t io n ;  A ccounting s ta te m e n ts  
sh o u ld  p r e s e n t  u s e fu l  d a ta  in  a form which w i l l  f a c i l i t a t e  i t s
u se  by in t e r e s t e d  p a r t i e s ;  th e re  sh o u ld  b e  f u l l  d is c lo s u re
/
o f  a l l  s i g n i f i c a n t  d a t a ,  a rran g ed  in  such a way a s  to  f a c i l i t a t e
f
i t s  u se  and a n a ly s i s .
C l a s s i f i c a t i o n
Because o f  i t s  im pact on th e  l a t e r  d is c u s s io n  in  t h i s  
s tu d y , s p e c ia l  a t t e n t io n  m ust be g iven  to  th e  " c la s s !  f l o a t  ion* 
p h ase  o f  th e  problem  o f  m ean in g fu l s ta te m e n t p re s e n ta tio n *  
C l a s s i f i c a t i o n  h as  been  d e f in e d  by S to ck to n  a s  "a 
p ro c e s s  o f  s e p a ra t in g  a mass o f  In d iv id u a l  f a c t s  o r  observa­
t i o n s  in to  g roups on th e  b a s is  o f  some s i m i l a r i t y .^  The 
e f f e c t iv e n e s s  o f  any scheme o f c l a s s i f i c a t i o n  depends d i r e c t l y  
on th e  b a s i s  used f o r  c l a s s i f y in g  th e  data*  I f  a l o g i c a l  and
9 j0hn R. S to ck to n , An In tro d u c t io n  to  B usiness S t a t i s t i c s  
(Hew T o rk : E. ° *  H eath and Company, 1 9 3 s T /p 7  56.""
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re a s o n a b le  b a s i s  i s  u se d , s i g n i f i c a n t  f a c t s  ab o u t th© mass o f  
d a ta  may be seen  more e a s i ly  th a n  i f  th e  mass o f  d a ta  i s  l e f t  
u n c l a s s i f i e d .  M eaningfu l r a t i o s  and p e rc e n ta g e s  can be com­
p u te d  more e a s i l y  i f  th e  in fo rm a tio n  i s  a rran g ed  in  lo g ic a l  
g ro u p s . I f  an i l l o g i c a l  b a s i s  i s  used in  th e  c l a s s i f i c a t i o n ,  
th e  c l a s s i f i e d ,  d a ta  may be c o n fu s in g , and even m islead ing*
T here  a r e  s e v e r a l  b ases  w hich m ight be used f o r  th e  
c l a s s i f i c a t i o n  o f  a s s e t s .  From a l e g a l  s ta n d p o in t ,  a s s e t s  
m igh t be c l a s s i f i e d  as  ta n g ib le  and in ta n g ib le .  From a 
l i q u i d i t y  s ta n d p o in t ,  a s s e t s  m ight be c l a s s i f i e d  as l iq u id  and 
n o n - l iq u id .  In  r e c e n t  y e a r s ,  th e  f u n c t io n a l  b a s i s  o f  c l a s s i f i ­
c a t io n  h as become w id e ly  ao cap ted  by a c c o u n ta n ts . Such a 
c l a s s i f i c a t i o n  o f  a s s e t s  on th e  b a s i s  o f  t h e i r  us© In  th e  
e n t e r p r i s e  f a c i l i t a t e s  th e  use o f  th e  b a la n c e -sh e e t*  Groups 
o f  item s w hich a re  l o g i c a l l y  r e l a t e d  a re  more e a s i ly  compared, 
and th e  com putation  o f  many o f  th e  r a t i o s  and p e rce n tag e s  
used  by a n a ly s ts  to d a y  i s  f a c i l i t a t e d .
On a fu n c t io n a l  b a s i s  th e  a s s e t s  o f  an e n te r p r i s e  may 
f i r s t  be d iv id e d  in to  two broad g ro u p s: th o se  which a re  f o r
use i n  th e  r e g u la r  b u s in e s s  o p e ra t io n s  (o p e ra tin g  a s s e t s ) ,  
and th o s e  n o t h e ld  f o r  use in  th e  m a jo r a c t i v i t y  o f  th e  con­
ce rn  * The l a t t e r  may be c a l le d  In v es tm en ts . The fo rm er 
group o f  o p e ra t in g  a s s e t s  may be d iv id e d  in to  two p a r t s :  th e
c u r r e n t  o r  w orking c a p i t a l  a s s e t s  (d isc u s se d  more f u l ly  in  
C h ap te r IV ), and th e  n o n cu rren t o p e ra t in g  a s s e t s .  In  th e  
l a t t e r  group would be c l a s s i f i e d  th e  a s s e ts  a r i s in g  from  ex­
p e n d i tu re s  # i io h  a re  expected  to  re n d e r  s e rv ic e  and b e  o f 
economic s ig n i f ic a n c e  to  th e  e n te r p r is e  o v e r a r e l a t i v e l y
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lo n g  berm* T a n g ib le s  such  a s  le n d ,  b u ild in g ® , and equipm ent, 
and in ta n g ib le s  such  a s  p a te n t® , c o p y r ig h ts , and goodw ill 
would be p la c e d  in  th e  l a t t e r  group (a® lo n g  a® th ey  a r c  h e ld  
f o r  u se  i n  t h e  r e g u la r  b u s in e s s  o p e r a t io n s ) .  I t  i s  c o n o n  
p r a c t i c e  i n  a c c o u n tin g  to d ay  to  d iv id e  th e  n o n cu rrcn t o p e ra t in g  
a s s e t s  in to  two g ro u p s: t a n g ib le  n o n c u rrc n t o p e ra t in g  a s s e t s
( o f te n  c a l l e d  P l a n t ) ,  and I n ta n g ib le  n o n c u rre n t o p e ra t in g  
a s s e t s  ( c a l l e d  I n ta n g ib le  A sse ts )*  T h is  s u b d iv is io n  a id s  
th o s e  a n a ly s t s  who p r e f e r  to  e l im in a te  I n ta n g ib le s  in  t h e i r  
a n a ly s i s . 10
The f u n c t io n a l  c l a s s i f i c a t i o n  o f  a s s e t s  w hich w i l l  be 
u sed  i n  t h i s  s tu d y  may be summarised in  o u t l in e  form  as 
fo llo w ss
I*  A sse ts
a. A sse ts  n o t h e ld  f o r  use In  m ajo r a c t i v i t y  o f  
th e  ooncern ; Investm en ts*
B. A sse ts  h e ld  f o r  u se  i n  m ajo r a c t i v i t y  o f  th e  
ooncern : O p era tin g  A ssets*
1 * C u rren t o r  worfciag c a p i t a l  a s se ts*
2 . C o n cu rren t o p e ra t in g  a s s e ts *  
a • T a n g ib le s : P la n t
b* I n ta n g ib le s :  I n ta n g ib le  A sse ts
T hese e l a s s l f  l o s t  io n  s e c t io n s  co rrespond  c lo s e ly  w ith  th o se
10I a ta n g ib le  a s s e t s  , • , a re  commonly e lim in a te d  from  
th e  a s s e t s  and c a p i t a l  f o r  a n a ly t i c a l  p u rp o ses* * Ralph Dale 
Kennedy and S te w a rt Y* McMullen, g ln ^ M a l  f ta te m e n ts  (R evised  
B d it io n ;  Homewood, I l l i n o i s :  1 9 5 2 ), p . IMS. In  s im i la r  v e in ,
Mycr s t a t e s  t h a t  " i t  h a s  become s ta n d a rd  p r a c t i c e  to  d i s r e ­
g ard  them  ( In ta n g ib le s )  e n t i r e l y  i n  th e  a n a ly s is  o f  f i n a n c i a l  
s ta te m e n ts  i n  o rd e r  to  av o id  th e  p o s s i b i l i t y  o f an e rro n eo u s  
v a lu a t io n  o f  th e  a s s e ts *  The a n a ly s t  m erely  deduct® t h e i r  
amount from  th e  a s s e t s  and from th e  n e t  w orth / 1 John M ysr, 
K n a n o la l afofegMfffr M a ly * !*  (New Tories P ren fc io e-H all, I n o . ,
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ad v o cated  by many lo a d in g  ac co u n ta n ts* ^  today exoapt th a t no 
p ro v is io n  i s  made in  th e  above o u t l in e  fo r  a d e fe r re d  charges 
se c tio n *  (The j u s t i f i c a t i o n  fo r  t h i s  om ission  i s  d iscu ssed  
i n  the fo llo w in g  c h a p te rs  o f t h i s  s tu d y .)
OBJECTIVITY
The backgrounds! a t t i t u d e s !  and i n t e r e s t s  o f  th e  v a r io u s  
g roups t h a t  use a c co u n tin g  s ta te m e n ts  d i f f e r  from one an o th e r 
and in  some r e s p e c ts  te n d  to  o o n f l ic t  w ith  one ano ther*  I f  
a cco u n tin g  s ta te m e n ts  a re  to  be m ost u s e fu l  in  f u l f i l l i n g  
th e  needs o f  th e s e  g roups th e y  shou ld  be o b je c t iv e  s ta tem en ts  
o f f a c t s  to  th e  g r e a t e s t  e x te n t p ra c t ic a b le *  The in f lu e n c e  
o f  p e r s o n a l  o p in io n , w is h fu l  th in k in g ,  in d iv id u a l  p re ju d ic e , 
c a p r ic e ,  and o th e r  such s u b je c t iv e  e lem en ts may unavoidab ly  
e n te r  in to  th e  i n t e r p r e t a t i o n  o f  th e  in fo rm a tio n  by th e  
v a r io u s  g roups u s in g  i t  b u t sh o u ld  n o t be r e f l e c t e d  in  the 
in fo rm a tio n  when i t  i s  p re s e n te d  to  them* A ll such groups 
w i l l  be se rv e d  w ith  e q u i ty  i f  th e y  a re  p re se n te d  w ith  In fo r ­
m atio n  o f  a f a c t u a l  n a tu re  I n s o fa r  a s  p o s s ib le  and a re  th en  
p e rm it te d  to  make t h e i r  own in t e r p r e t a t i o n s  and form t h e i r
A. F inney  and H e rb e rt E. M il le r ,  P r in c ip le s  o f  
A ccoun ting* In te rm e d ia te  (F o u rth  E d itio n ; N aw lfcrk: P re n t ic e -
H a l l ,  I n c * 1 19^1)7 p* 29.
Kennedy and McMullen, o$>. o i t  • ,  p* 30*
R obert H. Montgomery, Borman J .  L en h a rt, and A lv in  R* 
J e n n in g s , Montgomery1 s A u d itin g  (Seventh  E d it io n ;  The Ronald 
P re s s  Company,1 9 4 9 5  * P • W *
W ilb e rt B. K arrenbrock  and H arry  Simons, In te rm e d ia te  
Accounting. (C in c in n a t i :  S outh-W estern  P u b lish in g  Company,
194977 pT 4 *
A rthur W, Holmes and R obert A* M eier, In te rm e d ia te  
A ccounting (C hicago: R ichard  33* I rw in , I n c . ," 1 ^ 4 5 7 7 7 7 ^ 4 *
—" George H i l l l s  Newlove, C* Aubrey Sm ith, and John Arch 
W hite , In te rm e d ia te  A ccounting (R evised E d it io n ;  B oston: 
p .  C. H eath and Company, 1 9 4 3 ;, p . 41 .
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own opinions#
In  th e  c o u rse  o f  th e  b u sin ess a c t i v i t i e s ,  se v era l degrees 
o f  o b je c t iv i t y  &ay be found. As suggested  by Profeasors  
Pabon and L i t t l e t o n ,  tb s  evidence may be com pletely  o b je c t iv e ,  
co n v in c in g ly  o b je c t iv e ,  d o u b tfu lly  o b je c t iv e , or c le a r ly  un~ 
o b je c t i v e . 12  For ac c o u n tin g  purposes, th at which i s  com pletely  
o b je c t iv e  i s  m ost d e s ir a b le . However, in  observing t h is  con­
c e p t o f  o b j e c t i v i t y ,  care must be tahen not to  abandon another 
e q u a l ly  im p o r ta n t concept in  the s tru c tu r e  o f accounting, the 
go ing  concern  concept which w i l l  be d iscu ssed  la t e r  in  t h i s  
chap ter#  I n  the attem pt to  be com pletely  o b je c tiv e  at a l l  
tim es  th e r e  i s  a danger o f ad o p tin g  a short-run  poin t o f  view  
w hich , a lth o u g h  o b je c t iv e  In a se n se , would be very u n rea lis ­
t i c .  F or exam ple, such a p o in t o f  view  would d ic ta te  th at no 
p a r t  o f  th e  c o s t  o f  an item  such as a machine need be con­
s id e re d  a s  expense in  the ea r ly  years o f  the l i f e  o f  the  
m achine because  there has been no observable d e c lin e  in  i t s  
e f f i c ie n c y  or p r o d u c tiv ity . Host accountants today agree 
t h a t  o b j e c t i v i t y ,  even though l e s s  than complete o b je c t iv i ty ,  
coup led  with th e  going concern concept i s  more to  be d esired  
th a n  com plete o b je c t iv i t y  coupled w ith  a short-run  v iew p oin t.
I t  must be recognized  that accounting records based on 
evidence which i s  l e s s  than com pletely  o b je c t iv e  may be shown 
to  be in c o r r e c t  when mors o b je c t iv e  evidence becomes ava ilab le*  
In such c a s e s , co rrec tio n s  can be made and r e f le c te d  In
i2 v,\ A. Paton and A. 0 . L i t t le to n , Art In troduction  to  
corporate ncQQuntln& Standards (American Accounting A sso c ia tio n ,
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su b seq u en t s ta te m e n ts  p re p a re d  in  the l ig h t  o f  the more ob­
j e c t  i r e  ev idence*
The co n cep t o f  o b j e c t i v i t y  makes i t s e l f  f e l t  i n  se v era l 
a r e a s  o f  accoun ting*  I t s  i n t e r r e l a t i o n s h ip  w ith  the going  
ooncern  co n cep t has a lre a d y  been n o te d . I n  the la t e r  d is ­
c u s s io n  o f  c o s t  a s  a v a lu a t io n  b a s i s ,  i t s  in flu en ce  w i l l  be 
noted* The in f lu e n c e  o f  th e  concep t o f  o b je c t iv i ty  w i l l  
a l s o  be n o te d  i n  th e  d is c u s s io n  o f  the concept o f  matching 
c o s ts  and revenues*
CONSISTENCY
In  i t s  a p p l ic a t io n  in  ac co u n tin g  th e  concep t o f  con­
s i s t  enoy h as  two a sp ec ts*  The one w hich  h as  r e c e iv e d  th e  
g r e a t e s t  a t t e n t i o n  in  d is c u s s io n  and w r i t in g  th u s  f a r  i s  
t h a t  w hich r e f e r s  to  u n ifo rm ity  o f  p ro ced u res  and p r a c t i c e s  
a s  betw een p e rio d s*  T here a re  many a re a s  o f  acco u n tin g  in  
w hich d i f f e r e n t  p ro ced u re s  and p r a c t i c e s  may be accep tab le*
F or exam ple, a v a r i e ty  o f  d e p re c ia t io n  m ethods have re c e iv e d  
r e c o g n i t io n  a s  a c c e p ta b le  f o r  th e  p e r io d ic  a m o rtiz a t io n  o f  
th e  c o s t  o f  c e r t a in  a s s e ts *  LIFO, FIFO and s e v e ra l  o th e r  
m ethods have re c e iv e d  g e n e ra l  accep tan ce  fo r  m erchandise co a t 
i d e n t i f i c a t i o n  purposes*  Kaoh o f  th e  methods w i l l  g iv e  th e  
same r e s u l t  when c o n s id e re d  from th e  s ta n d p o in t o f  th e  t o t a l  
l i f e - s p a n  o f  th e  e n te r p r i s e  b u t th e  p e r io d ic  c o s t  assignm ent 
by each may be q u ite  d i f f e r e n t . I n  any such a re a s  where
1 3 " l t  has f r e q u e n t ly  been s a id ,  in  accounting d isc u ss io n ,  
t h a t  the ch o ice  o f  one p ra c tic e  rath er than  another i s  In  many 
ca ses  l e s s  important than th at the p r a c t ic e  chosen s h a ll  b© con­
s i s t e n t l y  fo llow ed  from period  to  p e r io d .” Contemporary Account­
in g  (New York: American I n s t i t u t e  o f  Aceou n ia n ts ,  1^4 5 ),
n i .  1 -
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a l t e r n a t i v e  m ethods a r e  a v a i la b le ,  th e  concept o f  c o n s is te n c y  
r e q u i r e s  t h a t  one method be fo llow ed  c o n s is te n t ly  in  o rd e r  
to  a s s u re  u n ifo rm ity  and c o m p a ra b ili ty  o f  p e r io d ic  r e p o r t s ,  
t h i s  a s p e c t o f  th e  concep t o f  c o n s is te n c y  i s  deemed to  be o f  
such  im p o rtan ce  t h a t  s p e c i f i c  r e fe re n c e  to  i t  i s  made i n  th e  
t y p i c a l  a u d i t o r 's  o p in io n 1^ and in  many income ta x  and o th e r  
governm en ta l r e g u la t io n s  r e l a t i n g  to  acco u n tin g  p ro ced u res  
and p r a c t i c e s ,
A second  c h a r a c t e r i s t i c  o f  t h i s  concept r e q u ir e s  con­
s i s te n c y  w ith in  th e  acco u n tin g  re c o rd s  w ith o u t re g a rd  to  th e  
tim e  e lem e n t. The t r e a tm e n t  acco rded  a g iv en  ite m  in  one 
a re a  o f  th e  a c c o u n tin g  p ro c e s s  sh o u ld  be c o n s is te n t  w ith  th e  
t r e a tm e n t  accorded  t h a t  ite m  in  o th e r  a r e a s  o f  th e  p ro c e s s .
An example o f  t h i s  i s  found  i n  th e  s ta te m e n t o f  d e p r e c ia t io n  
on an a s s e t  f o r  which th e  v a lu a t io n  b a s is  has been changed 
from cost to an a p p r e c ia te d  v a lu e  i n  ex c ess  o f  co s t*  Al­
though some a c c o u n ta n ts  would p r e f e r  to  re c o g n ise  d e p re c ia t io n  
expanse on th e  item  s t i l l  on th e  b a s i s  o f  c o s t ,  th e  Committee 
on Accounting P ro ced u re  o f  th e  American I n s t i t u t e  o f  Account­
ants h a s  d e c la re d  th a t  th e  s ta te m e n t o f  d e p re c ia t io n  expense
^ T h e  o p in io n  p a rag rap h  o f  th e  sh o rt-fo rm  r e p o r t  su ggested  
by t h e  Committee on A u d itin g  P ro ced u re  o f  th e  American 
I n s t i t u t e  o f  A ccoun tan ts  i s  as  fo llo w s s " In  ou r o p in io n , th e  
accompanying b a lan ce  sh e e t and s ta te m e n t( s )  o f  income and s u r ­
p lu s  p re s e n t  f a i r l y  th e  f i n a n c i a l  p o s i t io n  o f X  Company a t  
December 31* 19— , and th e  r e s u l t s  o f  I t s  o p e ra tio n s  f o r  th e  
y e a r  th e n  ended, In co n fo rm ity  w ith  g e n e ra l ly  accep ted  acco u n t­
in g  p r in c ip l e s  a p p lie d  on a b a s is  c o n s is te n t  w ith  th a t  o f  th e  
p re c e d in g  y e a r ."  C o d if ic a t io n  o f  S ta tem en ts  on A ud iting  
P ro ced u re  (New York: American I n s t lT u te  'q ¥  A o c o 'u i i t a n t s 1951) *
p .  16,
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031 th e  income s ta te m e n t sh o u ld  be  on a b a s is  c o n s is te n t  w ith  
th e  v a lu a t io n  b ase  used  f o r  th e  a s s e t  on th e  b a lan ce  s h e e t .
The Committee** reasoning was a s  fo llo w s : f*A c o rp o ra tio n
should not a t the same time c la im  la r g e r  p ro p e r ty  v a lu es  in  
i t s  statement o f a s s e ts , and p ro v id e  f o r  th e  a m o rtiz a tio n  o f 
only sm aller sums in  i t s  statement o f income*"^
THE ACCOUNTIHG ENTITY
P ro fe s s o rs  P a to n  and L i t t l e t o n  have p o in te d  ou t th e  In ­
s t i t u t i o n a l  n a tu re  o f  a c co u n tin g  in  th e  fo llo w in g  m anner:
" In  a c c o u n tin g  th e  b u s in e s s  f a b r ic  i s  conceived  in  term s o f  
s p e e i f i c  e n t e r p r i s e s  and th e s e  u n i t s  a re  co n s tru e d  as fo c a l  
p o in ts  o f  re c o rd in g  and r e p o r t in g ." * ^  The acco u n tin g  p ro ce ss  
i s  n o t d es ig n ed  to  r e c o rd , sum m arize, and r e p o r t  th e  f in a n c ia l  
t r a n s a c t io n s  o f  th e  economy as  a w hole. In s te a d  i t  i s  to  be 
a p p l ie d  to  th e  r e l a t i v e l y  sm a ll u n i t  c a rry in g  on f a i r l y  c lo s e ly  
r e l a t e d  a c t i v i t i e s  w ith in  th e  economy. T h is u n it  has been 
v a r io u s ly  c a l le d  th e  economic e n t i t y ,  th e  economic u n i t ,  th e  
b u s in e s s  e n t e r p r i s e ,  th e  b u s in e ss  e n t i t y ,  th e  acco u n tin g  
e n t i t y ,  th e  e n t e r p r i s e ,  o r  sim p ly  th e  b u s in e s s . R egard less 
o f  th e  name em ployed, t h i s  u n i t  f o r  acco u n tin g  p u rp o ses i s  
deemed to  be com plete w ith in  I t s e l f  and the  accoun ts  a re  k ep t 
and s ta te m e n ts  p re p a re d  w ith  th e  a t t i t u d e  th a t  th e  e n t i ty  i s
^ A c c o u n tin g  R esearch  B u l le t in  Humber % (A p ril 1940), 
(Hew York: American I n s t i t u t e  o f  A cco u n tan ts ), p . 3&.
^ P a to n  and L i t t l e t o n ,  0£ , q l t »» p . 2 1 ,
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d i s t i n c t  and a p a r t  from  i t s  owner o r  owners
The b o u n d a rie s  o f  th e  u n i t  a re  d e te rm in ed , in  p a r t ,  by 
economic co n s id era tio n ®  and, in  p a r t ,  by le g a l  c o n s id e ra tio n s*  
The id e a l  ea se  i s  t h a t  o f  a c o rp o ra t io n  engaged in  a s in g le  
economic en d eav o r. In  such  a ca se  an o rg a n is a t io n  e x i s t s  
w hich i s  l e g a l l y  s e p a ra te  and d i s t i n c t  from th o se  who have 
fu rn is h e d  th e  c a p i t a l ,  and th e  a c t i v i t i e s  o f  th e  o rg a n is a t io n  
have a d i s t i n c t  economic coherence o r  hom ogeneity . A n account** 
la g  f o r  th e  a s s e t s  com m itted to  th e  e n te r p r i s e  and f o r  th e  
e q u i t i e s  w hich r e s t  th e r e in  c l e a r ly  has le g a l  and economic 
s ig n i f i c a n c e .  I n  o th e r  o a se s  where such id e a l  c o n d itio n s  do 
n o t  e x i s t ,  th e  e n t i t y  co n cep t n e v e r th e le s s  s t ro n g ly  In f lu e n c e s  
th e  a t t i t u d e  o f  th e  ac co u n tin g  p rocess*  I f  th e  e n te r p r is e  
m entioned above w ere conducted  a s  a s o le  p r o p r ie to r s h ip  o r  
p a r tn e r s h ip ,  i t  would s t i l l  be co n s id ered  a s  a d i s t i n c t  
e n t i t y  f o r  a c c o u n tin g  purpose® even though th e  o rg a n iz a tio n  
c a n n o t, from  th e  le g a l  s ta n d p o in t ,  be c o n s id e red  e n t i r e ly  
a p a r t  from  th e  owner o r  ow ners. Under such c o n d it io n s , ad­
h e ren ce  to  th e  e n t i t y  concep t r e s u l t s  i n  on ly  m inor le g a l  
c o m p lic a tio n s , a t  th e  m o st, and th e re  i s  c l e a r  j u s t i f i c a t i o n  
f o r  l e t t i n g  economic c o n s id e ra t io n s  p r e v a i l .
17wi t  i s  ’ th e  b u s in e s s ’ whose f in a n c ia l  h i s to r y  th e  book­
k eep er and th e  acco u n tan t a re  t r y in g  to  re c o rd  and ana lyzes 
th e  books and acco u n ts  a re  th e  re c o rd s  o f  ’ th e  b u s in e s s ’ ; 
th e  p e r io d ic  s ta te m e n ts  o f  o p e ra t io n  and f in a n c ia l  c o n d itio n  
a re  th e  r e p o r t s  o f  ’ th e  b u s in e s s ’ ; th e  a s s e t s  a re  th e  p ro p e r­
t i e s  o f  ’ th e  b u s in e s s ’ , and th e  e q u i t ie s  a r e  i t s  ow nership 
and o b l i g a t i o n s .n W illiam  Andrew P a to n , A ccounting Theory 
{New York: The Ronald I 'r e s s  Company, 1 9 2 2 ), p . 475.
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There are some c a ses  where s t r i c t  adherence to the e n t ity  
ooncapt would r e s u lt  In le g a l  com plications o f  such magnitude 
th a t  they  outweigh; economic co n sid era tio n s w ith  the r e s u lt  
th a t the e n t ity  concept i s  o ften  m odified  in  such c a se s . An 
example o f  suoh a case  would be a corporation  engaged in  
se v e r a l ra th er  u nrelated  {from the economic standpoint) 
a c t i v i t i e s .  Under such c o n d itio n s , le g a l  con sid eration s  
p r a c t ic a l ly  req u ire  th a t th e  accounting p rocess provide in -  
form ation fo r  the o rg a n iza tio n  as a w hole, although economic 
co n sid era tio n s  would su ggest the d e s ir a b i l i t y  o f  accounting  
fo r  th e a c t i v i t i e s  in d iv id u a lly . D epartm entalization  o f  the 
accounting records a ffo rd s a p a r t ia l  so lu t io n  to  t h i s  problem. 
A second example o f  a oase where adherence to  the e n t ity  con­
cept encounters c o n f l i c t  between le g a l  and economic con sid er­
a t io n s  i s  th a t  o f  the p a ren t-su b sid ia ry  o rg a n iza tio n , f r e ­
quently  in  such ca ses se v e r a l corporations which are le g a l ly  
sep a ra te  are carry in g  on a s in g le  economic endeavor. In such 
a c a s e , le g a l  co n sid era tio n s requ ire separate accounting for  
th e  In d iv id u a l companies whereas economic co n sid era tio n s  
would su ggest th e  u se fu ln e ss  o f  reports fo r  the endeavor as a 
w hole. The prep aration  o f  co n so lid a ted  statem ents ( in  
a d d itio n  to  statem ents fo r  the corporations in d iv id u a lly )  
i s  freq u en tly  re so r ted  to in  such ca se s .
In s p it e  o f  the com p lication s found in  cases such as the  
two ju s t  c i t e d ,  there i s  no doubt but th a t the accounting  
p rocess i s  d e lib e r a te ly  designed to  account fo r  the f in a n c ia l  
a f f a ir s  o f  a s in g le  e n t i ty .  This concept w i l l  be found to  




"An measures o f  Income fo r  p eriod s l e s s  than the t o t a l  
la p se  o f  tim e during a r e la t io n s h ip  or le a s  than the duration  
o f  an e n ter p r ise  are approximate Indexes o n ly * * ^  " P ro fits  
are a c c u r a te ly  and d e f in i t e ly  determ inable on ly  when a 
b u sin ess  cea ses  and i s  liquidated#***^ These statem ents by 
Canning and K ester , r e s p e c t iv e ly , emphasize the te n ta t iv e  
nature o f  p e r io d ic  p r o f it  determ inations in  accounting*
In s p it e  o f  the warnings im plied  in  the above s ta te ­
m ents, i t  i s  obvious th a t a s in g le  computation o f  p r o f it  
or lo s s  a t the tim e o f  the term in ation  o f  an en terp r ise  would 
be fa r  l e s s  u se fu l fo r  most b u sin esses  than p er io d ic  approxi­
mations* Today th ere are demands from a l l  s id e s  fo r  frequent 
p r o f i t  com putations. Management req u ires them fo r  adminis­
tr a t io n  and policy-m aking purposes. In v esto r s , both c red ito r  
and p ro p r ie ta ry , expect them. Governmental a g en c ie s , tax in g  
and o th erw ise , demand them* As a r e s u l t ,  one o f  the most 
f irm ly  e s ta b lish e d  concepts in  modern accounting I s  th at o f  
p e r io d ic  r e p o r tin g . Indeed, Paton has su ggested  th at account­
in g  "might alm ost be d efined  as th e  a r t which attem pts to  
break up the f in a n c ia l h is to r y  o f  a b usiness in to  s p e c if ic
l^John B, Canning, The Economics o f  Accountanoy {Hew York: 
The Ronald P ress Company, 102977’~pV i S f ,
^H oy B, R aster, Advanced Accounting (Third E d itio n ; Hew 
York: The Ronald P ress Comp any, 193J)’, p* 494.
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u n i t s ,  a y e a r  o r  l e s s  In  le n g th * " 2^
I t  I s  la te r © s t in g  to  not© how many o f th e  problem s o f  
p r e s e n t-d a y  acco u n tin g  a r i s e  because o f  th e  a ttem p t to  
m easure income p e r io d ic a l ly *  In  th e  ab sen ce  o f  th e  oonoept 
o f  p e r io d ic  r e p o r t in g  th e r e  would be no need to  d i s t in g u is h  
between c a p i t a l  and revenue ex p en d itu res*  W ithout th e  
p e r i o d i c i t y  concep t th e r e  would be no need to  c o n s id e r  th e  
r e l a t e d  co n cep ts  d e a l in g  w ith  th e  go ing  o o ncern , th e  problem  
o f  e t c h i n g  e f f o r t  and accom plishm ent, and th e  assumed ad** 
h e s iv e  n a tu re  o f  c o s t s .  (These co n cep ts  w i l l  now be d ls~  
c u s s e d ,)
THE OOING CONCERN CONO&PT
As soon a s  i t  i s  re co g n ized  t h a t  th e re  i s  need f o r  
f a i r l y  f re q u e n t in te r im  f in a n c ia l  te s t~ re a d in g s  a new problem  
a r i s e s .  Upon what b a s is  s h a l l  such r e p o r t s  be c o n s tru c te d ?  
One approach m ight be term ed the  " p e r io d ic  d is s o lu t io n "  
approach  In  w hich i t  i s  assumed th a t  th e  b u sin ess  e n t i t y  i s  
d is s o lv e d  a t  th e  end o f  each acco u n tin g  p e r io d , s e l l i n g  i t s  
a s s e t s  t o  a new e n t i t y  w hich a ls o  assum es th e  l i a b i l i t i e s  o f 
th e  o ld  e n t i t y .  The new e n t i t y ,  in  tu r n ,  w i l l  be l iq u id a te d  
a t  th e  end o f  a s in g le  p e r io d  and re p la c e d  by s t i l l  a n o th e r  
e n t i t y ,  and so on ad in f in i tu m .
A second app roach , t h a t  which i s  cu s to m arily  tak en  in  
a c c o u n tin g  to d a y , m ight be term ed th e  going concern approach* 
Under t h i s  approach I t  i s  assumed th a t  th e  b u s in e ss  e n t i t y
20P a to n , A ccounting T heory , p . 4 6 9 .
lias c o n t in u ity  o f  l i f e  and th a t the p er io d ic  accounting  
reporta  serve  sim ply a s  test-read in g®  on the continuous 
stream  o f  economic a c t i v i t i e s  or the e n te r p r ise . P rop erties  
used by the e n t i ty  are deemed to  have been irrev o ca b ly  ded i­
cated  to  th e carrying on o f the purposes o f  the e n t i t y  and 
w i l l  remain in  use as long as they serve th o se  purposes. The 
l iq u id a t io n  or market v a lu es o f  such p ro p er tie s  at the time 
of statem ent prep aration  i s  th e r e fo r e  o f  secondary importance 
for statement p resen ta tio n  purposes. The statem ents attem pt 
to show the ex ten t to  which such a s se ts  have been consumed 
or exhausted by t h e ir  use in  the productive a c t i v i t i e s  o f  the 
enterprise and the resid u e th a t remains fo r  fu ture consumption, 
The going concern approach not on ly  has s ig n if ic a n t  im­
pact on the v a lu a tio n  o f  a s s e ts  in  accounting* but i t  a lso  
in f lu e n c e s  th e  statem ent p resen ta tio n  o f  e q u it ie s .  In accord­
ance with th is con cep t, i t  i s  not im perative ( in  f a c t ,  not 
proper in c e r ta in  ca ses)  to  s ta te  on a g iven  b a lan ce-sh eet  
each l i a b i l i t y  item  a t i t s  immediate claim  in  liq u id a tio n  or 
even a t  i t s  m aturity  c la im , i f  the m aturity date o f  the l i a ­
b i l i t y  i s  a t  a fu ture d a te . In the la te r  d iscu ss io n  o f  another  
b asic  concept, a t te n t io n  w i l l  be g iven  to  the amount at which 
such item s should be s ta te d . I t  i s  s u f f ic ie n t  a t th is  p o in t  
to  n ote th a t the going concern concept a p p lie s  w ith  equal 
fo rce  to  the accounting fo r  l i a b i l i t i e s  as to the accounting  
fo r  a s s e t s ,  and th a t , in  accordance w ith  I t ,  i t  i s  assumed 
th a t a l l  c la im s w i l l  be ca rr ied  by the business u n t il  th e ir  
normal m aturity  dates#
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Of the two approaches which have been d iscu ssed  b r ie f ly  
above, i t  must be adm itted th a t some degree o f  u n r ea lity  
e x i s t s  In each and that lack  o f  o b je c t iv e  evidence I s  a 
problem in  the a p p lic a t io n  o f  e i th e r ,  though to  © le s s e r  de­
gree in  the case  o f  the going concern approach * Sine® I t  i s  
obvious that the two approaches are in  c o n f l ic t  w ith  each 
other, statements cannot l o g ic a l ly  be prepared on the b a s is  
of both4 Accountants today have arr ived  a t f a ir ly  u n iversa l 
agreem ent on the use o f  the going concern approach, although  
some seem re lu c ta n t to  abandon the o th er com p letely • No 
doubt some of the in c o n s is te n c ie s  in  accounting p r a c t ic e  
today can be traced  to th is  r e lu c ta n c e , and some o f  the ob ject  
lone leveled at p resen t-d ay  accounting statem ents by non- 
accountants are the r e s u l t  o f  the o b jecto rs  view ing th e s t a t e ­
ments from a l iq u id a tio n  standpoint ra th er than from the 
goin g  ooncern stand p oin t which was taken  by those who p re­
pared them.
K2ASUH3D CONSIDERATION
There are two fea tu r es  o f  the accounting p rocess which 
have no unique In flu en ce  on the tr a d it io n a l accounting fo r  
d eferred  charges but which should be mentioned b r ie f ly  before  
en ter in g  in to  the d isc u ss io n  o f  the concept o f measured con­
sid era tio n *
The accounting p rocess i s  designed to provide inform ation  
expressed  in  terms o f  money. A sse ts , l i a b i l i t i e s ,  expenses, 
reven ues, and so fo r th , a l l  are expressed In terms o f  d o lla r s  
and ce n ts . This mode o f  exp ression  Is  not Inherent in  the
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socoun tlag  p ro c e ss . l a  the ease o f  the sim ple venture such  
as may have been conducted by the Roman s la v e  fo r  h is  
m a ste r ,2 i  th e  records could e a s i ly  be expressed in  u n its  
o th er  than money such as the b u sh el, the b a rre l, the pound* 
However, fo r  oomplex b u sin ess enterprise®  o f  today there i s  
u n iv e rsa l acceptance o f  money as the medium fo r  expressing  
b a sic  accounting d a ta ,22
U nfortu nately  t h is  medium o f  exp ression  does not p o ssess  
a u n it  o f  f ix e d  and unvarying s iz e *  Accountants no doubt 
would be among the f i r s t  to admit t h is ;  but thus fa r  no s u i t ­
ab le s u b s t itu te  has been d e v ise d . Several p roposals have been 
advanced fo r  compensating fo r  monetary f lu c tu a t io n s ,2  ^
none has thu s fa r  rece iv ed  much more than academic a t te n t io n .
As a r e s u l t ,  accounting statem ents adm itted ly  o fte n  combine 
"deflated" d o lla r s  w ith  " in fla ted "  d o lla r s  ju s t  as though 
th8y were s t r i c t l y  homogeneous. The fin d in g  o f  a remedy for  
t h i s  co n d itio n  seems s t i l l  to be in  the fu ture and i s  not the  
purpose o f  t h i s  stu d y . Accountants now express th e ir  informa­
t io n  in  terms o f  money and prepare th e ir  statem ents ju st  as 
though the u n it o f  exp ression  was constant in  v a lu e .
21a. C. L i t t le t o n ,  Accounting Evolution to  1900* (New 
York: American I n s t i tu t e  P ublish ing I n o . ,1 9 3 3 ) ,  p p .  26-40 .
22This i s  not to  be in terp re ted  as meaning that a d d itio n a l 
data expressed  in  o ther ways I s  not t o  be found a t  a ll*  Supple­
mentary Inform ation r e la t in g  t o  quan tity  o f  p r o d u c t i o n ,  quan tity  
so ld , number o f  em ployees, number o f  stock h o ld ers, e t c . ,  f r e ­
quently  accompanies the b a sic  accounting d a ta  and enhances the  
u se fu ln e ss  o f  the reports*
^ P erhap s the most outstanding con trib u tion  in  t h is  f i e ld  
to -d a te  i s  that o f  Henry Whitcomb Sweeney, S ta b iliz e d  Account­
in g  (New York: Harper and Brothers P u b lish ers, 1936)
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Sven a f t e r  th e  medium o f  exp ression  h a s  been recogn ized , 
a q u estion  s t i l l  rem ains, How s h a l l  t h e  amounts t o  be re­
corded be determ ined in i t i a l l y ?  As an  aid  i n  e x p r e s s i n g  an 
answer to  th is  question* P ro fesso rs Pato n  and L i t t l e t o n  
su ggest th e  use o f  the term measured c o n s i d e r a t i o n  a s  a sub­
s t i t u t e  fo r  what are sometimes s ta te d  as tra n sa ctio n  co st and 
tra n sa c tio n  price*
"The a c t i v i t i e s  o f  the s p e c i f ic  business e n ter p r ise , 
w ith  resp ec t to  which the accountant must supply  
p er tin en t in form ation , c o n s is t  la r g e ly  o f exchange 
tr a n sa c tio n s  w ith  o ther e n te r p r is e s . Accounting 
undertakes to  express th e se  exchanges q u a n tita tiv e ly *  
The b asic  su b jec t m atter o f  accounting I s  th erefore  
th e measured co n sid era tio n  involved  in  exchange 
a c t i v i t i e s ,  e s p e c ia l ly  th ose  which are r e la te d  to  
s e r v ic e s  acquired ( c o s t ,  expense) and se r v ic e s  
rendered (revenue, in com e).w24
One o f  the a p p lic a t io n s  o f  t h i s  concept i s  in  tran s­
a c t io n s  in v o lv in g  the a c q u is it io n  o f  p ro p er tie s  or s e r v ic e s ,  
When such a c q u is it io n s  take p la ce  the amount a t  which each i s  
to  be recorded i s  the measured co n sid era tio n  agreed upon by 
both buyer and s e l l e r  in  the tra n sa c tio n . This i s  commonly 
r e fe rr e d  to  as the c o s t  to  th e buyer. This amount i s  deemed 
to  be o b je c t iv e ly  determined inasmuch as i t  i s ,  in  most ca se s , 
the r e s u lt  o f  bargain ing between two p a r t ie s  w ith  opposing 
in t e r e s t s .  The amount a lso  measures the value o f  the s e r v ic e  
b e n e f its  acquired by the en terp r ise  in  the tra n sa ctio n  so that 
at t h i s  p o in t , value in  the usual economic sen se , and c o s t  in  
th e accounting sen se , a r e  one and  the same* I n i t i a l  co st may 
now be defined  as the measured co n sid era tio n  involved  in  the
2/*Paton end L it t le to n , o£, o i t . , pp. 11-12 ,
31
a c q u is it io n  o f  p ro p er tie s  or se r v ic e s  by th e  en terp r ise  and 
rep rsen ts  th e  va lu e o f  th ose  p ro p er tie s  or s e r v ic e s  a t the  
tim e they were f i r s t  d ed ica ted  to the purposes o f  the en ter­
p r ise *  I f  t h i s  concept i s  considered  in  conjunction  w ith  the  
goin g  concern concept i t  w i l l  be recognized  th a t fo r  account­
in g  purposes th e  s ig n if ic a n t  amount at the date o f  a c q u is it io n  
(w ith  re sp eo t to  esp en d itu res fo r  p ro p er tie s  and s e r v ic e s ) i s  
coatvand th e  s ig n if ic a n t  amount a t any subsequent date I s  the  
unconsumed p o r tio n  o f  th a t c o s t  rath er than any r e a liz a t io n  
va lu e o r  market value at any such la t e r  date*
A second a p p lic a t io n  o f  th e  concept o f  measured considera­
t io n  i s  in  the measurement o f  revenue rece ived  by the en ter­
p r is e  fo r  s e r v ic e s  rendered. In such a revenue tra n sa ctio n  
th e  amount to  be recorded in  the accounting records and which 
rep resen ts  va lu e  r e c e iv e d 9 determined o b je c t iv e ly  by independ­
en t b arga in in g , i s  the tra n sa c tio n  p r ic e  or measured considera­
t io n  in vo lved  in  th e  tran saction *
A th ir d  a p p lica tio n  o f  th is  concept r e la te s  to  loan  
c o n tr a c ts . The amount to  be recorded at th e  tim e a loan  
co n tra ct i s  entered  in to  i s  determined by the measured con­
s id e r a tio n  p a ssin g  between c r ed ito r  and debtor at th e  tim e o f  
th e  tr a n sa c t io n  even though th a t  amount may be more or l e s s  
than th e  m aturity amount o f  the contract* Any d iffe r en c e  
would be due to  the in te r e s t  fa c to r  and should be amortized 
s y s te m a t ic a lly  in  such a way as to  bring th e amount i n i t i a l l y  
recorded as l i a b i l i t y  in to  agreement w ith  the m aturity amount 
by the tim e th e  m aturity date has arrived* I t  i s  t h is  fea tu re  
o f  th e concept that i s  sometimes overlooked , r e s u lt in g  in  a
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l i q u id a t io n  approaoh in  acco u n tin g  f o r  l i a b i l i t i e s  even 
though  a s s e t s  may a t  th e  aame tim e he accoun ted  fo r  i n  con­
form ance w ith  th e  go ing  ooncern  and m easured c o n s id e ra t io n  
( o r  c o s t)  concepts*
ACCOUNTING COSTS ABE DIVISIBLE, MOBILE, AND ADHESIVE
In  th e  d is c u s s io n  o f  th e  concep t o f  m easured c o n s id e r­
a t io n  i t  was p o in te d  o u t t h a t  o r d in a r i ly  when an e n te r p r i s e  
a c q u ire s  p r o p e r t i e s  o r  s e r v i c e s t th e  amount to  he e n te re d  
in  th e  acco u n tin g  re c o rd s  r e l a t i v e  to  such item s i s  t h e i r  
o o s t a s  in d ic a te d  hy th e  m easured c o n s id e ra tio n  in v o lv ed  in  
th e  a c q u is i t io n  t r a n s a c t io n .  The subsequen t acco u n tin g  
t r e a tm e n t  o f  such c o s t s  i s  In flu e n c e d  to  a la rg e  e x te n t by a 
c lo s e ly  r e l a t e d  b a s ic  acco u n tin g  concept* The l a t t e r  concept 
p ro v id e s  t h a t  a c o s t  e lem ent e n te re d  i n  th e  acco u n tin g  re c o rd s  
can he t r e a t e d  a s  though  i t  i s  d iv i s i b l e  in to  m inute p a r t i c l e s  
(even  though i t  r e l a t e s  to  a p ro p e r ty  which i s  p h y s ic a l ly  
i n d i v i s i b l e ) ,  t h a t  such  p a r t i c l e s  o f  oost a re  m obile and can 
th e r e f o r e  be moved ab o u t w i th in  th e  ac co u n tin g  r e c o rd s ,  and 
t h a t  s e v e r a l  such p a r t i c l e s  can be combined o r  assem bled to  
form  a new c o s t  aggrega te*  In  accordance w ith  t h i s  co n cep t, 
th e  a c c o u n tin g  f o r  c o s ts  in  a m an u fac tu rin g  e n te r p r i s e  can be 
a rran g e d  in  assem bly  l i n e  fa s h io n  c lo s e ly  p a r a l l e l i n g  th e  
assem bly  l i n e  used in  th e  p h y s ic a l  p ro d u c tio n  o f  th e  p ro d u c t 
m an u fac tu red . I n  such an arran g em en t, p a r t i c l e s  o f  c o s t r e ­
l a t i n g  to  m a te r ia l s  used  in  m an u fac tu rin g  a re  combined w ith  
o o s t  p a r t i c l e s  r e l a t i n g  t o  la b o r  employed in  th e  p rocess*  To 
th e s e  a re  th en  added o o s t p a r t i c l e s  r e l a t i n g  to  o th e r  p r o p e r t ie s
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and s e rv ic e s  w hich , though p e rh ap s  n o t as  d i r e c t l y  i d e n t i f i ­
a b le  w ith  th e  p ro d u c tiv e  p ro c e s s  as d i r e c t  m a te r ia l  and d i r e c t  
l a b o r ,  have n e v e r th e le s s  been a c q u ired  to  f u r th e r  th e  p roduc­
t i v e  p ro e e s s  end a r e  ex h au sted  o r  consumed e i t h e r  im m ediately  
o r  b i t  by b i t  a s  i t  i s  c a r r i e d  on* The p ro d u c t o f t h i s  
a c c o u n tin g  c o s t-a sse m b ly  p ro c e s s  i s  an a g g re g a te  o f  o o s t 
p a r t i c l e s  w hich i s  c o n s id e red  to  be th e  c o s t  o f  th e  p ro d u o t 
p ro d u ced . T h is  concep t o f  " re g ro u p ab le "  c o s ts  i s  most in ­
t r ig u in g  when a p p lie d  a s  above in  th e  c a se  o f  a m an u fac tu rin g  
e n t e r p r i s e .  The co n cep t i s  none th e  l e s s  a p p l ic a b le  in  the  
c a se  o f  a t r a d in g  o r  s e rv ic e  e n te r p r i s e .
MATCHING- COSTS aND REVENUES
The b road  pu rp o se  w hich l i e s  behind  th e  m yriad a c t i v i t i e s  
o f  th e  t y p i c a l  b u s in e s s  e n te r p r i s e  I s  th e  a tta in m e n t o f  accom­
p lis h m e n ts  w hich  exceed th e  e f f o r t s  expended th e re o n , r e s u l t in g  
in  n e t  b e n e f i t  to  th e  e n t e r p r i s e .  The e x te n t  to  which such 
accom plishm ents exceed (o r  f a l l  s h o r t)  o f  th e  e f f o r t s  expended 
i s  a m a tte r  o f  param ount im portance  to  th o se  who a re  I n te r e s te d  
in  e v a lu a t in g  th e  e f f e c t lv n e s s  o f  th e  e n te r p r i s e .  I t  i s  
th ro u g h  th e  com putation  o f  incom e, a s  ex p ressed  in  s ta tem en t 
form  on th e  income s ta te m e n t,  t h a t  th e  acco u n tin g  p ro cess  
a t t e s t s  to  p ro v id e  u s e fu l  in fo rm a tio n  on t h i s  s u b je c t .
The n e t r e s u l t  o f  th e  a c t i v i t i e s  o f  a b u s in e ss  can b© 
d e te rm in ed  w ith  e x a c t i tu d e  o n ly  a t  th e  tim e o f i t s  l iq u id a t io n  
by com paring th e  t o t a l  o f  e f f o r t s  expended w ith  th e  t o t a l  o f 
accom plishm ents r e s u l t i n g .  N e v e r th e le s s , th e  demand f o r  
in te r im  te s t - r e a d in g s  (even though n e c e s s a r i ly  p ro v is io n a l)
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has been bo g r o a t  th a t  p e r io d ic i ty  has become a b a s ic  elem ent 
in  th e  acco u n tin g  p ro c e s s ,  and i t  i s  i n  th e  p re p a ra t io n  o f 
such p e r io d ic  s ta te m e n ts  th a t  a s e r io u s  problem  of r e l a t i n g  
c o s ts  and revenues i s  encountered* In  th e  ca se  o f  th e  going 
co n cern  th e r e  i s  a more o r  l e s s  co n tin u o u s stream  o f  e f f o r t s  
and a more o r  l e s s  co n tin u o u s  s tream  o f  accom plishm ents#
These two s tre a m s , how ever, do n o t n e c e s s a r i ly  flow  a t  th e  
same ra te #  The flo w  o f  e f f o r t s  f o r  a g iv en  p e r io d  o f tim e  
may n o t be s t r i c t l y  com parable w ith  th e  flo w  o f  accom plish­
m ents m easured o v er th e  same p eriod#  In  many In s ta n c e s  
e f f o r t s  a r e  d e d ic a te d  to  th e  p u rp o ses  o f  th e  e n te r p r is e  in  
one p e r io d  and th e  accom plishm ents which stem  from  th o se  
e f f o r t s  m a n ife s t th em se lv es  in  a subsequen t p e r io d . Because 
o f  sueh  in s ta n c e s ,  c a re  in  com puting n e t  b e n e f i t  f o r  a p e r io d  
m ost be o b se rv ed  t o  in s u re  th a t  th e  m atch ing  o f  e f f o r t s  w ith  
accom plishm ents i s  p roper#
I n  th e  acco u n tin g  p ro c e s s ,  c o s ts  a r e  co n s id e red  to  
m easure e f f o r t s ;  rev en u es a re  co n s id e re d  to  m easure accom­
p l is h m e n ts ,2^ ^ o r  t h i s  re a s o n  th e  problem  w i l l  h e n c e fo rth  
be r e f e r r e d  to  a s  one in v o lv in g  th e  p ro p e r  m atching o f  c o s ts  
and revenues#  The ex cess  o f  revenues o v e r r e la te d  c o s ts  w i l l  
be r e f e r r e d  to  a s  income and an excess o f  o o s ts  o v e r  r e l a t e d
^^Hevenue may be d e f in e d  a s  th e  "flow  o f funds from th e  
custom ers o r  p a tro n s  in  exchange f o r  th e  p ro d u o t o f  th e  
b u s in e s s ,  e i t h e r  com m odities o r  s e r v ic e s ,"  Baton and 
L i t t l e t o n ,  op# e l $ #, p# 47 . The amount reco rd ed  fo r  such new 
a s s e t s  i s  th e  m easured c o n s id e ra t io n  in v o lv ed  in  th e  t r a n s f e r  
t r a n s a c t io n  between th e  e n te r p r is e  and it©  custom ers# T his i s  
in  co n fo rm ity  w ith  th e  concep t o f  m easured c o n s id e ra t io n .
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revenue w i l l  be re ferred  to  as a lo ss#
In preparing a computation o f  income fo r  a given  period  
th e  aggregate  o f  revenue® to  be reported  fo r  th e  period  must 
f i r s t  be determ ined , ^  This r a is e s  the question  o f  ju st  when 
are revenues to be recognized  fo r  income computation purposes. 
To undertake an adequate answer to  the question  i s  beyond the  
scope o f  t h i s  stu d y . I t  i s  s u f f ic ie n t  to  note th a t i t  i s  
convenient to recogn ize  revenue in  th e  period  in  which i t  i s  
realized and, as a gen era l r u le ,  su b ject t o  se v e r a l reason** 
able exceptions, revenue i s  deemed to  be re a liz ed  when th e  
products or s e r v ic e s  o f  th e e n terp r ise  are converted in to  
cash or other v a lid  a s s e t s .  The s a le  i s  the p o in t where th is  
conversion u su a lly  tak es p la c e .
Once the aggregate o f  revenues to  be recognized  has been 
determ ined there remains o n ly  the m atter o f  arraying a g a in st  
those revenues th e c o s ts  which have been consumed in  bringing  
about the r e a l iz a t io n  o f  the reven u es. In many in sta n ces  
t h i s  i s  so r e  e a s i ly  sa id  than done. Many c o s ts  can be d ir e c t ly  
identified  w ith u n its  o f  product or s e r v ic e  o f  th e  e n te r p r ise . 
Because of th e  d iv i s i b l e ,  m ob ile , adhesive c h a r a c te r is t ic s  
of c o s t s ,  d ir e c t ly  id e n t i f ia b le  c o s ts  can be accumulated in  
the accounting record s in  term s o f  u n its  o f  product or se r v ic e ,  
When th e  u n it then  reaches th e  p o in t at which revenue i s  to  be
th ere  must be a determ ination  o f  the revenues 
p rop erly  a llo c a b le  to  a p er io d , and th at having done s o ,  there  
must be a corresponding a llo c a t io n  to  the same period  o f  a l l  
c o s ts  which properly  a ttach  to  th e  earnings of the revenues 
w ith  which th e  period  has been cred ited ."  Contemporary 
Accounting (New York: American I n s t itu te  o f  A ccountants,
1945i» Chapter l # p . i $ #
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re co g n ized  a s  r e a l i z e d ,  th e s e  accum ulated c o s ts  a re  o b v io u s ly  
to  be m atched a g a in s t  t h a t  rev en u e . As p o in te d  o u t by J?aton 
and L i t t l e t o n ,  "Hot a l l  c o s ts  a t ta c h  in  a d is c e r n ib le  m anner, 
and t h i s  f a c t  fo rc e s  th e  a c c o u n ta n t to  f a l l  back upon a tim e - 
p e r io d  a s  th e  u n i t  f o r  a s s o c ia t in g  c e r t a in  expenses w ith  
revenues*  Time p e r io d s  a r e  a co n v en ien ce , a s u b s t i t u t e ,  but 
th e  fundam ental concep t i s  unchanged • ,,27 The f a c t  t h a t  c e r t a in  
c o s ts  a re  n o t d i r e c t l y  i d e n t i f i a b l e  w ith  any ta n g ib le  p ro p e r ty  
sh o u ld  n o t  be c o n s tru e d  a s  c o n c lu s iv e  ev idence  t h a t  th e y  shou ld  
Immediately be charged  a g a in s t  c u r r e n t  revenues*  In  d e a lin g  
with such c o s t s ,  in g e n u ity  and judgm ent should  be employed 
In  th e  l i g h t  o f  a l l  a t te n d a n t  c irc u m sta n c e s . I t  i s  i n  t h i s  
a re a  t h a t  th e  d o c t r in e  o f  co n se rv a tism  ( to  be d isc u sse d  l a t e r  
i n  t h i s  s tu d y ) i s  som etim es a llow ed  to  p la y  a m is lea d in g  ro le*  
The above d is c u s s io n  p e rh ap s  has tended  to  im ply th a t  as 
c o s t  e lem en ts a re  e x h a u s te d , revenue i s  an in e v i ta b le  outoome* 
Of course  t h i s  i s  n o t  t r u e .  E x h au stio n  may ta k e  p la c e  w ith  
no revenue r e s u l t i n g .  A new b u ild in g  which has j u s t  been 
d e d ic a te d  by th e  e n te r p r is e  to  th e  p ro d u c tio n  a c t i v i t i e s  of 
th e  b u s in e s s  may be d es tro y e d  by f i r e ,  f lo o d , o r  o th e r  
c a la m ity . The revenue p o te n t i a l  o f  the  b u ild in g  w i l l  n ever 
be r e a l i z e d .  U nexpected changes in  s ty l e  o r  t a s t e  may r e s u l t  
i n  abandoning a m achine w hich i s  s t i l l  f a r  from p h y s ic a l ly  
exhausted* In  any such  oases th e  c o s ts  r e l a t i n g  to  p ro p e r ty  
w hich have n o t been p re v io u s ly  m atched a g a in s t  revenues 
a r i s i n g  from  th e  p ro p e r ty  may be co n s id e red  a© m easuring  th e
27pato n  and L i t t l e t o n ,  op* o l t . . p . 13.v  M S *  m*mM r « m  w *
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e f f o r t s  d e d ic a te d  fey th e  e n te r p r i s e  b u t w hich w i l l  n o t  be 
e f f e c t iv e  i n  b r in g in g  f o r th  any fu tu re  accomplishment©* To 
a tte m p t to  m atch such c o s ts  a g a in s t  rev en u es  produced by 
o th e r  p r o p e r t i e s  i n  f u tu r e  p e r io d s  would c l e a r ly  be improper* 
To a tte m p t t o  m atch them r e t r o a c t i v e l y  a g a in s t  p a s t  revenues 
a r i s i n g  from  th e  p ro p e r ty  in v o lv ed  i s  n o im a lly  not f e a s ib l e .  
The o n ly  re c o u rse  i s  t o  a s s ig n  them t o  th e  com putation  o f  
income o f  th e  p e r io d  i n  which ex h a u s tio n  was reco g n ized  to  
ta k e  p la ce*  In  so d o in g , such an  ite m  shou ld  be c l e a r ly  
i d e n t i f i e d  f o r  s ta te m e n t p u rp o ses  a s  b e in g  an e x tra o rd in a ry  
assignment n o t r e g u l a r l y  a s s ig n a b le  a g a in s t  th e  revenues o f  
th e  p e r io d .
Before p ro cee d in g  i t  m y  be w e ll to  n o te  s e v e ra l  te rm s , 
closely  related t o  th e  above c o n c e p t, and th e  sense  i n  which 
such  w ill be used  h e r e a f t e r ,
O ost i s  th e  acco u n tin g  m easure o f th e  e f f o r t  d e d ic a te d  
by th e  e n te r p r i s e  i n  th e  a c q u is i t io n  o f  goods o r  s e r v ic e s .
The amount i s  de term ined  by th e  m easured c o n s id e ra tio n  in ­
volved  i n  th e  a c q u is i t io n  t r a n s a c t io n ,
Bxpense i s  th e  p o r t io n  o f  c o s t which i s  matched a g a in s t  
r e l a t e d  rev en u e  i n  th e  com putation  o f  income fo r  a  g iv e n  
p e r io d .  The te rm  w i l l  h e re  be used to  In c lu d e  n o t o n ly  th o se  
ite m s  commonly r e f e r r e d  t o  a s  expenses on income s ta te m e n ts  
b u t a ls o  th e  item  o f te n  d e sc r ib e d  as  c o s t o f goods sold*
Both su ch  o o s t e x p i r a t io n s  s ta n d  on th e  same fo o tin g  w ith  
r e s p e c t  t o  th e  p ro d u c tio n  o f  revenue , n e i th e r  having  p r i o r i t y ,  
s0  t h a t  i t  i s  re a s o n a b le  t o  In c lu d e  th e  two in  th e  same c la s s  
f o r  te rm in o lo g y  p u rp o se s .
3a
Lass la  a cost expiration w hich h as  bean in e f f e c t iv e  l a  
producing revenue* the t e »  l a  a la o  used to  d e s c r ib e  th e  
extent to  which an aggregate o f oost e x p i r a t io n s  exceeds th e  
revenues against which they are feelag matched*
look value la  the portion of a oost element which has 
mat yet been asaigaed as  expense a s  of a given tim e* ”tfa~ 
expired cost*1 la  perhaps more descriptive, b u t boo k  value i s  
firmly eatreaohed in  the terminology of acco u n tin g  today*
Asset has been defined by one of the foremost accounting 
authorities as "any factor* tangible or otherwise* owned by 
a specific  business enterprise and having economic s ig n if l-  
eancs to that enterprise.”2®
Inoome i s  the excess of revenues recognised for a given 
period over the cap eases assignable thereto*
CQHSSHVaTISM
In discussing conservatism in  accounting* Gilman s t a t e s  
that i t  "is one of those vague but sanctified co n cep ts  l i k e  
honesty* morality* democracy* and Mor&le supremacy* so much 
so that i t s  c r it ic s  generally consider i t  n e c e s s a ry  to  t r e a d  
lig h tly  as i f  on holy ground*”2?
There was a tim e  when ac c o u n tin g  s ta te m e n ts  p rep a red  by 
public accountants were used almost e x c lu s iv e ly  f o r  th e  pu rp o se  
of supporting requests for s h o r t - te rm  c re d i t*  C re d it g r a n to r s  
gave practically a l l  o f  their a t t e n t io n  to  th e  b a la n c e -s h e e t
2% iilia»  A* Pa ton* Essentials £ f  ^eeouatlflg (R evised 
E d i t i o n ;  New Yorks The K SH lfan C «paw f>m fT , p. 15.
29oilman* &£. e f t . .  p* 2 3 2 *
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w ith  l i t t l e  o r  no a t t e n t io n  to  th e  s ta tem en t o f  ea rn in g s#
Tile p o s s i b i l i t y  o f  a s s e t  o v e rs ta tem en t was a m a tte r  o f  g rave  
concern  to  them# T h e ir  in f lu e n c e  made i t s e l f  f e l t  in  th e  
a t t i t u d e  o f  acco u n tan ts*  With th e  o v e rs ta tem en t o f  a s s e ts  
b e in g  c o n s id e re d  such a s e r io u s  v ic e ,  i t  was n a tu r a l  f o r  th e  
u n d e rs ta te m e n t o f  a s s e t s  t o  a t t a i n  somewhat th e  s ta tu s  o f  a 
virtue* Under th e s e  in f lu e n c e s ,  item s which would o th e rw ise  
und o u b ted ly  have been ad m itte d  to  th e  b a la n c e -s h e e t as a s s e ts  
were excluded  i n  o rd e r  to  b e  co n se rv a tiv e *  In  a d d i t io n ,  th e  
p r a c t i c e  o f  a n t i c ip a t in g  lo s s e s  bu t n o t a n t ic ip a t in g  p r o f i t s ,  
and th e  p r a c t i c e  o f  v a lu in g  m erchand ise  on a low er o f  c o s t o r  
m arke t b a s is  became popu lar*  I t  i s  n o t th e  pu rpose o f t h i s  
d is c u s s io n  to  a tte m p t to  w eigh th e  m e r i ts  o f  such p r a c t i c e s .  
P erh ap s under th e  c o n d itio n s  t h a t  e x is te d  i n  th o se  days th ey  
w ere ju s t i f i e d *
With th e  p a s s in g  o f  th e  y e a r s ,  c o n d itio n s  have changed* 
Today, c r e d i t  g r a n to r s  are  ta k in g  a s  much i n t e r e s t  in  th e  
e a rn in g  power o f  th e  e n te r p r i s e  as in  i t s  a s s e t  p o s it io n *
T h e ir  em phasis h as  s h i f t e d  from th e  b a la n c e -s h e e t to  th e  
income s ta tem en t*  Today th e  s ta te m e n ts  a re  n o t p rep a red  fo r  
th e  use o f c r e d i t  g ra n to r s  alone* As has been no ted  a l r e a d y ,  
th e r e  a re  s e v e r a l  g roups who make use o f  th e  in fo rm a tio n  
fu rn is h e d  on th e  s ta tem en ts*  I n  th e  l i g h t  o f  th e s e  c o n d itio n s , 
s e v e r a l  w eaknesses in  th e  t r a d i t i o n a l  p r a c t ic e  o f  c o n s e r v a t i s m  
a re  a p p a re n t. An unw arran ted  v / r i t e - o f f  o f  an a s s e t  i n  o r d e r  
to  be c o n s e rv a tiv e  no doubt does a v o id  th e  p o s s i b i l i t y  o f  o v e r ­
s t a t i n g  a s s e t s  on th e  c u r re n t b a la n c e -s h e e t ,  b u t  such a c tio n  
s im u lta n e o u s ly  u n w arran ted !y o v e r s ta te s  expenses f o r  th e  c u r re n t
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p eriod  and thereb y  u nd ersta tes income fo r  th© currant period#
Sy so d o in g , th o se  who now devote muck a tte n tio n  to  the Income 
statem ent are lad to  b e lie v e  th a t earnings ar© now l e s s  than  
th ey  r e a l ly  are* C redit grantors may then refu se  to mak© 
lo a n s which th ey  would lik©  to  make i f  they knew the true  
co n d itio n  o f  the b u s in e ss ;  stock h old ers are depressed  over the  
low  income o f t h e ir  corporation  and as a r e s u lt  may s e l l  th e ir  
s to ck  for l e s s  than i t s  r e a l v a lu e ; o th e rs , in clu d in g  even  
governm ental ta x -g a th er in g  agen cies are lik e w ise  m is led . But, 
th e  d is to r t io n  does not end th e r e . The immediate reco g n itio n  
as expense o f  c o s ts  which should in stea d  be spread as expense 
over se v era l fu tu r e  p eriod s r e s u lt s  in  understating  the ex­
penses recogn ized  in  th o se  fu tu re  p er io d s , thereby o v ersta tin g  
th e income reported  in  th ose  fu tu re p er io d s . Such repercussions  
can hardly be d escrib ed  as co n serv a tiv e .
The p r a c t i c e  o f  co n se rv a tism  in  th e  t r a d i t i o n a l  sen se  i s  
c l e a r ly  in  c o n f l i c t  w ith  s e v e ra l  o f  th e  b a s ic  co n cep ts  p re ­
se n te d  In  th e  p re c e d in g  p a g e s . The im m ediate w r i t e - o f f  o f  
c o a ts  w hich w i l l  i n  r e a l i t y  a id  i n  p roducing  revenues in  
f u tu r e  p e r io d s  r e s u l t s  in  an im p e rfe c t m atching o f  c o s ts  and 
re v e n u e s . The o m issio n  o f such v a l id  a s s e t s  from th e  b a lan c e -  
s h e e t r e s u l t s  in  som ething l e s s  th an  f u l l  d is c lo s u re  o f 
m a te r ia l  in fo rm a tio n . The a n t i c ip a t io n  o f lo s s e s  bu t n o t o f  
p r o f i t s ,  and th e  o o s t o r  m arket v a lu a tio n  p r a c t ic e  c e r t a in ly  
c o n t r ib u te  l i t t l e  tow ard  in c re a s in g  c o n s is te n c y  in  th e  acco u n t­
in g  p ro c e s s .
I n  r e c e n t  y e a rs  th e r e  has been r a th e r  w idespread  abandon­
ment of some o f  th e  p r a c t i c e s  h e re to fo re  sa n c tio n e d  by
c o n s e r v a t i s m .  D o l i b c r a t e  m is s t a t e m e n t s  a r e  n o t  condoned; 
a r b i t r a r y  a s s e t  w r i t e - o f f s  a r e  fr o w n e d  u p o n . C o n serv a tism , 
a s  i n t e r p r e t e d  i n  a c c o u n t in g  t o d a y  m ean* l i t t l e  more th a n  
w hen i n  d o u b t, b e  p e s s im is t ic *
a a i M  h i
m m m & o i m
v m m m ®  q u j m m  q u m s i f i g a t i q ®
DEFfflRlD CEABGSS IN  TEE BBOAD SM SE
"J'rom an accounting viewpoint, the distinguishing 
characteristic of business today i s  the extent to which 
expenditures are made in one period with the defin ite pur­
pose or expectation that they shall he the means of produc­
ing profits la  the future."* One of the main functions of 
the aeoounting process, therefore, i s  that of holding the 
amounts of suoh expenditures or charges "in suspense" until 
the time when they should he matched as expenses against the 
revenues to whioh they relate. While being held in suspense 
these amounts constitute assets* As irofessor Littleton has 
said: "The only difference between asset and expense i s  one
of time o f appropriation or association with specific units 
o f income."2
I f  the term i s  used in a broad sense most o f the assets 
o f an enterprise may be referred to as deferred charges* 
Expenditures for merchandise, machinery, furniture, fixtures, 
buildings, patents, copyrights—a l l  may be described as 
charges whleh, for the time being, are being held In suspense
l a m i n a t i o n  g f  J i m m U l  M  JM SEfiSlSS!
p b m  l a A c c o u n t a n t ,  l a w  Jorkt JU nerioaa I n s t i t u t e  of 
Aeoountanta, January 1936), p. 1.
2 u . t t l . t o n ,  2 £ .  o l t . .  p . 201.
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( a s  a s s e t s )  u n t i l  til© tim e ©omes f o r  ©asignment a g a in s t  
rev en u es  a s  expenses* P ro fe s s o r  Mason has r e f e r r e d  to  th e  
c lo s e n e s s  In  th e  m eanings o f  th e  te rm s a s s e ts  and d e fe r re d  
c h a rg e s  ( in  th e  broad  se n se )  In  th e  fo llo w in g  ways " I f  we 
can th in k  o f  th e  in v es tm e n t in  an a s s e t ,  th e n , as  th e  p r ic e  
p a id  f o r  a s e r i e s  o f  f u tu r e  s e r v ic e s ,  th e  a s s e t  accoun t may 
w e ll  be th o u g h t ©f a s  a d e fe r r e d  charge  to  o p e ra t io n s  o r  a 
p re p a id  o p e ra t in g  ex p en se ."3
S tephen  Oilman h as  th e  d i s t i n c t i o n  o f su g g e s tin g  th e  
p o s s ib le  u se  o f  th e  te rm  d e fe r re d  ch a rg es  w ith  a s t i l l  b roader 
m eaning th a n  t h a t  in d ic a te d  above. A lthough he does n o t 
recommend i t  i n  p re fe re n c e  to  th e  more o rthodox  c la ss if ie s* *  
t i o n  o f  a s s e t s  f o r  b a la n c e -s h e e t  p u rp o se s , Oilman su g g e s ts  
th e  p o s s i b i l i t y  o f  c l a s s i f y in g  a s s e t s  In  th r e e  g ro u p s: de­
f e r r e d  c h a rg e s  to  f u tu r e  incom e, d e fe r r e d  charges to  c a sh , 
and o a s h .^  The f i r s t  group would c o n s is t  a lm ost e n t i r e ly  o f 
a s s e t s  such  a s  th o se  named in  th e  p a rag rap h  above— th o se  
a s s e t s  which sh o u ld  be a s s ig n e d  as  expense p e r io d ic a l ly  in  
th e  d e te rm in a t io n  o f  th e  amount o f  p e r io d ic  incom e. The 
second group in c lu d e s  th o se  a s s e t s  which a re  h e ld  p r im a r i ly  
f o r  th e  pu rp o se  o f  being  co n v erted  in to  cash  r a th e r  than  
f o r  th e  p ro d u c tio n  o f  revenue i n  th e  f u tu r e .  Motes and 
a c c o u n ts  r e c e iv a b le  a re  th e  most obvious examples o f  t h i s  
g ro u p . The com position  o f  th e  t h i r d  group i s  s e l f - e v id e n t
3P e r ry  Mason, P r in c ip le s  o f  P u b lic - U t i l i t y  D e p re c ia tio n  
(C hicagoJ American A ccounting A s s o c ia t io n , 1937)* P* "1'3•
4<Jilman, o l t . .  p . 3 0 0 .
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a lth o u g h  soma q u e s tio n s  o f  c l a s s i f i c a t i o n  m ight a r i s e  i n  th e  
c a se  o f  cash  l a  th e  o us tody  o f  a c a s h ie r  o r  on d e p o s i t  in  a 
bank*
F or th e  p u rp o ses  o f  th e  p r e s e n t  s tu d y , th e  t e r n  d e fe r re d  
ch a rg e s  w i l l  n o t be used  in  e i t h e r  o f  th e  sen ses  m entioned 
above* The custom ary  usage o f  th e  te rm  In  acco u n tin g  i s  much 
n a rro w er and more t e c h n ic a l ,  a s  i s  n o ted  below , and i t  i s  in  
t h a t  se n se  t h a t  th e  te rm  i s  used in  t h i s  study*
DEFERRED CHARGES IN TED LIMITED SENSE
In  ac c o u n tin g  to d ay  th e  te rm  d e fe r re d  ch arg es i s  used to  
r e f e r  t o  a f a i r l y  sm a ll group o f  i te m s , and I t  ie  used a s  th e  
c a p t io n  o r  t i t l e  f o r  th e  s e c t io n  o f  th e  b a la n c e -s h e e t in  
w hich th e s e  ite m s  c u s to m a r ily  a re  c l a s s i f i e d *  D eferred  
ch a rg e s  i s  p ro b ab ly  th e  m ost commonly used term  f o r  t h i s  
s e c t io n  b u t o th e r  te rm s a r e  sometim es used#'* The I n t e r -
5John  B. Canning commented on t h i s  d iv e r s i t y  o f  term s in  
th e  fo llo w in g  w ordst "Many p h ra se s  l i k e  *d e fe r re d  ch arg es to  
o p e ra tio n s*  and 'p r e p a id  expenses* a re  used in te rc h a n g e a b ly  
by some a c c o u n ta n ts ,  o th e r s  employ o n ly  one o f  them, and s t i l l  
o th e r s ,  by t h e i r  use o f  bo th  i n  th e  same s ta te m e n t, im ply t h a t  
a d i s t i n c t i o n  i s  to  be made* Among th o se  whose r e p o r ts  im ply 
a d i s t i n c t i o n  th e r e  i s  n o t th e  l e a s t  sem blance o f  u n ifo rm ity  
in  th e  b a s i s  o f  th e  d i s t in c t io n *  There i s  t o  be found in  
modern p ro c e d u re , how ever, a la rg e  number o f  acco u n ts th e  b a l­
an ces o f  w hich im ply  th a t  e x p e n d itu re s  have bean made in  th e  
p a s t  f o r  b e n e f i t s  which a r e  s t i l l  to  be re c e iv e d  in  whole o r  
i n  p a r t  w hich th e  a c c o u n ta n t ex p ec ts  w i l l  be re c e iv e d  and w i l l  
be w orth  what was p a id  f o r  them* These b e n e f i t s  may be o f  in ­
d e f i n i t e l y  g r e a t  v a r ie ty  bu t th ey  p o sse ss  c e r t a in  a t t r i b u t e s  
I n  common: th e y  a re  n o t cap ab le  o f  s e p a ra te  r e a l i s a t i o n  in
money, so lo n g  as th e  e n t e r p r i s e  c o n tin u e s , w ithou t a s im u lta ­
neous expense f o r  l i k e  b e n e f i t s  o r  w ith o u t in c u rre n c e  o f a 
r i s k ;  and th e y  a l l  r e p o r t  a d i s p o s i t io n  o f  funds o r  th e  In ­
cu rren c e  o f  l i a b i l i t i e s  n o t  s p e c i f i c a l l y  re p re se n te d  by e i t h e r  
any ta n g ib le  o b je c t  a c q u ire d  o r  by any d i s t r i b u t io n  to  p e rso n s  
hav in g  f i n a n c i a l  h o ld in g s  in  th e  concern*M John B* C anning, 
The Economies o f  A ccountancy. p# 311t
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n a t io n a l  Papa* Gompamy used  th e  c a p tio n  "D eferred  A sse ts  and 
Expenses" on I t s  b a la n c e -s h e e t  on December 31* 1951» and 
"D efe rred  C harges t o  F u tu re  O p e ra tio n s"  was used in  th e  
b a la n c e -s h e e t  o f  th e  American Gan Company on December 31* 
1952. The b a la n c e -s h e e t  o f  th e  Blaw-Knox Company on December 
31» 1951 shows a s e c t io n  ca p tio n e d  a s  "C osts  C hargeable to  
F u tu re  O p e ra tio n s* "  I n  p r i o r  y e a rs ,  th e  c a p tio n  f o r  t h i s  
s e e t io n  was "D efe rred  C harges*" O ther c a p tio n s  used by o th e r  
com panies e re  "D efe rred  Charges and M isce llan eo u s U nadjusted  
D ebits'*  {A rkansas F u el O il  Company), P r e p a id  K jpenses and 
D efe rred  C harges" (American Tobacco Company), and "D eferred  
D e b its "  (G ulf S ta te s  U t i l i t i e s  and o th e r  u t i l i t y  com panies)* 
These te rm s h a re  l i t t l e  t o  recommend them in  p re fe re n c e  to  
th e  more custom ary  te rm , d e fe r r e d  charges*
U n fo r tu n a te ly  a s tu d y  o f  t y p i c a l  d e f in i t io n s  c u r r e n t ly  
o f f e re d  f o r  d e f e r r e d  ch a rg es  p ro v id e s  l i t t l e  h e lp  i n  d e te r ­
m in ing  th e  t r u e  n a tu re  o f  th e  item s which a re  p la ced  in  t h i s  
c l a s s i f i c a t i o n *  n o r  do th e  d e f in i t io n s  o r d in a r i ly  I n d ic a te  
th e  r a t h e r  l im i te d  sense  in  which th e  te rm  i s  used* As 
exam ples o f  p r e v a i l in g  d e f in i t io n s *  th e  fo llo w in g  have been  
s e le c te d  from r e l a t i v e l y  r e c e n t  ac co u n tin g  p u b l ic a t io n s t
"D eferred  ch a rg e : An ex p e n d itu re  n o t reco g n ized  as
a c o s t  o f  o p e ra t io n s  o f  th e  p e r io d  i n  which In c u rre d  
b u t c a r r i e d  fo rw ard  to  be w r i t te n  o f f  In  one o r  more 
f u tu r e  periods*"®
^ F r ic  D. K o h le r, A D ic t io n a ry  f o r  A ccountants (New fo rk s  
Prentice - H a l l , Inc  *, 1952)^ p . I3 9  .
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"D efe rred  c h a rg e s ; C harges to  to  in c lu d e d  In  th e  
d e te rm in a t io n  o f  n o t income o f  f u tu r e  period® #*?
"A p re p a id  expense o r  a d e fe r r e d  charge  I s  an ex* 
p e n c e , service, o r  su p p ly  t h a t  h as  been acq u ired  
h u t n o t t o t a l l y  consumed a t  th e  c lo s e  o f  th e  
p e r io d ,  th u s  l e e r in g  an u n ex p ired  a s s e t  v a lu e #*8
"deferred ch a rg es  are shown on th e  b a lan ce  s h e e t  a® 
assets and are w r i t te n  o f f  o v e r a p e r io d  o f  tim e  
either to  Profit and lo s s  or t o  la m e d  Surp lus*
These items e re  n o n re c u rr in g  and do n o t a r i s e  o u t 
of current operations; p resu m ab ly , th e y  r e p re s e n t  
expenditures t h a t  w i l l  he ch a rg e ab le  a g a in s t  
future income#
"Deferred charges r e p r e s e n t  th e  unam ortised  p o r t io n  
of costs and expenses In c u r re d , w hich  a re  p ro p e r ly  
chargeabl}oagainst th e  income o f  subsequen t
Sach of the above defin itions could be used to  r e f e r  to  
deferred charges in  the broad sense d isc u s se d  e a r l i e r ,  b u t 
that i s  not the meaning intended by th e  au th o rs#  In  most 
instances, shortly after giving the d e f i n i t i o n s ,  th e  a u th o rs  
then proceed to give a l i s t  of typical d e fe r r e d  charge ite m s  
and to  discuss them individual!y . I t  i s  o n ly  th ro u g h  th e  
study o f such examples that some co n c ep tio n  o f  t h e  r e a l  con­
tent of the group can be obtained, w ith  r e a l  a p p re c ia t io n  o f  
the lim ited sense la  which th e  te rm  i s  used#
An in d ic a t io n  o f  t h e  n a tu re  and v a r i e t y  o f  th e  ite m s
7h* a .  F inney  and H e rb e r t 1* M i l l e r ,  g a ^ n c lp lc s  a t  
Account in * — In te rm e d ia to  (F o u rth  M i t io n ;  Sew ToPki P re n tic e *  
Hall, in cT , 195 l1 ,pT2§ .
3A rth u r W# Holmes and H obert A# M eier, ££* p i t * , p . 7*
9 a a lp h  D ale Kennedy and S tew art Tarwood McMullen, 
wi n an flia l s ta te m e n ts  (H eviaod M l t i o a ;  Homewood, 111*:
R ichard  ^ « I rw lh ,  In c # , 1 9 5 2 ), p« 37*
i°B . B « rn « 4  O r# ld lo e « r , p re p a ra t io n  and C a r tlf io a U o a  
o f  f in a n c ia l  a t a t a — a t#  (Haw YorK: The Konald i-reas Cony?aay,
i t s S ) ,  p .  117.
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c u r r e n t ly  i d e n t i f i e d  as d e fe r re d  charge® may he o b ta in ed  
th ro u g h  ex am in a tio n  o f  p u b lish e d  b a la n c e -s h e e ts .  The fo llo w ­
in g  exam ples, grouped on th e  b a s is  o f  s im i la r  n a tu r e # have 
been s e le c te d  from  re c e n t  p u b lish e d  b a la n c e -s h e e ts  o f  m ajo r 
com pan ies.
^ re p a id  e x p e n se s :
“ re p a id  t a x e s , r e n ta ls *  in su ran ce  and ex p e n se .”
The U nited  Carbon Company, Septem ber 30, 1952, 
"P re p a id  in s u ra n c e ”
The C e lo te x  C o rp o ra tio n , O ctober 3 1 * 1952, 
" A d v e r tis in g  m a te r ia ls *  s ta t io n e ry *  e t c . "
Devoe and Haynolds Company, November 30, 1951.
O rg a n iz a tio n  c o s t s :
"tfnam ortizw i O rg an iza tio n *  R e c a p i ta l iz a t io n ,  and 
F in an c in g  E xpenses”
G lass F ib e rs*  I n e , ,  December 31, 1951*
" C a p ita l  StooJc expense”
Columbia Gas System , In c .*  December 31, 1951* 
"Debt expense”
Alabama Power Company* December 31* 1952.
Development costs:
wNew ro u te  a c q u is i t io n  and p re -o p e ra t ln g  c o s t s , ” 
M id -C on tinen t A ir lin e s *  In c .*  December 31*
1951.
"Expenses p r i o r  to  o p e ra t io n s ” and "T ra in in g  
lab o r*  b ran ch  p l a n t , ”
The Reynolds S p rin g  Company* Septem ber 30* 1950, 
"R esearch  and D evelopm ental Costs~-Naw P ro d u c ts  
and Im provem ents to  M anufactu ring  P ro c e s s e s ."
G lass F ib ers*  I n c . ,  December 31, 1951* 
" I n te r n a t io n a l  D iv is io n  developm ental e x p e n se s ,” 
T rans World A i r l in e s ,  I n c . ,  December 31 , 1951.
R e lo c a tin g  and t r a n s i t i o n  c o s t s :
""SlO O Stlng QQSta"
Reynolds S p rin g  Company, Septem ber 30 , 1950, 
"T ra in in g  and o th e r  c o s ts  in  co n n ec tio n  w ith  th e  
Boeing f l e e t . ”
N orthw est A i r l in e s ,  In c .*  December 31, 1951.
L o s s e s :
Flood C le a r in g  Account— N e t.” (A n o te  accompany­
in g  th e  b a la n c e -s h e e t s t a t e s  t h a t  t h i s  item  re p re ­
s e n ts  the  unam ortized  co s t o f  p a r t s ,  a c c e s s o r ie s ,  
and o th e r  p ro p e r ty  l o s t  o r damaged in  th e  Kansas 
C ity  f lo o d  on J u ly  14* 1951 .)
T rans World A ir lin e s *  December 31* 1951.
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"L osses o f  a P h ilip p im e  s u b s id ia r y .”
fh e  G enera l P u b lic  U t i l i t i e s  Company *
December 31, 1949.
" E x tra o rd in a ry  p ro p e r ty  lo s s e s  o f  s u b s id ia r ie s  
(b e in g  m o r t i z e d ) ,"
W isconsin E le c t r i c  Power Company, December 31. 
1951.
D ebt d is c o u n t and unam ortiaed  d is c o u n t and g a l l  premium? 
"Debt d is c o u n t and expenses ’appYioSBIe tcT refE S ne? 
is s u e s "
Commonwealtii Edison Company, December 31 , 1950♦ 
"UnamortizQd d eb t d is c o u n t and ex p an se”
The ^uakzar O ats Company* June 30* 195-2. 
"U aam ortized redem ption  premium and expense on 
d e b t . ”
G en era l P u b lic  U t i l i t i e s  C o rp ., December 31, 
1949.
Many p u b lis h e d  b a ia a o e -s h e e ts  to d a y  do n o t l i s t  in d iv id u a l  
item s in  th e  d e f e r r e d  ch a rg es s e c t io n .  In s te a d *  th ey  show a 
s in g le  item* "D efe rred  C harges” o r  s im i la r  cap tion*  and a 
s in g le  am ount. Of 242 p u b lis h e d  b a la n c e -s h e e ts  which w ere 
examined a s  a p a r t  o f  t h i s  study* 173 were found  to  have de­
ferred c h a rg e s . Of th e  l a t t e r *  106 showed a s in g le *  c o l le c ­
t i v e  ite m  w ith o u t g iv in g  any d e ta i l e d  in f o m a t io n  a s  to  th e  
item s in e lu d e d  in  th e  t o t a l F o r  t h i s  reason*  c u r re n t 
a c c o u n tin g  l i t e r a t u r e  (see  B ib lio g rap h y ) has se rv e d  as th e  
p rim ary  g u id e  fo r  th e  s e l e c t  io n  o f  th e  m ajo r Item s to  be 
an a ly zed  in  t h i s  s tu d y .
For b a la n c e -s h e e t  p re s e n ta t io n *  th e  d e fe r re d  ch a rg es 
s e c t io n  (o r  c o l l e c t iv e  Item ) i s  alm ost in v a r ia b ly  shown as
^ " U n q u e s t io n a b ly  fd e fe r re d  c h a rg e s 1 has an e s ta b l is h e d  
p la c e  in  th e  le x ic o n  o f  accoun ting*  bu t i t  may be unw ise, 
because o f  th e  v a r ie d  c h a ra c te r  o f  such c h a rg e s  to  in c lu d e  
la rg e  item s under t h i s  c a p t io n  w ith o u t a t  l e a s t  a g e n e ra l 
in d ic a t io n  o f  t h e i r  n a tu re  *" E d ito r ia l*  Jo u rn a l o f  Account­
an cy . U & b  (1 9 4 0 ), 4 .
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th e  v e ry  l a s t  o f  t h e  a s s e t  i te m s  on th e  b a la n c e -sh e e t*  Of 
th e  173  r e p o r t s  examined w hich  had d e fe r re d  c h a rg e s , 129  
showed th e  d e f e r r e d  ch a rg es  a t  th e  bottom  o f  th e  a s s e t  group* 
$he re a s o n  f o r  t h i s  lo c a t io n  i n  th e  b a la n c e -s h e e t i s  no t 
d e a r *  I t  may be due to  t h e  la c k  o f  l i q u i d i t y  o f  d e fe r r e d  
charges*  I n  many b a la n c e -s h e e ts  th e  a s s e t s  a r e  a rray ed  in  
th e  o rd e r  o f  l i q u i d i t y  w ith  t h e  m ost l i q u i d  ite m s  l i s t e d  
f i r s t *  I n  such  a  c a s e , th e  d e fe r re d  ch a rg es m ight j u s t i f i ­
a b ly  be c o n s id e re d  a s  th e  l e a s t  l iq u id  o f  t h e  a s s e t s  and 
th e r e f o r e  l i s t e d  la s t*  However, on b a la n c e -s h e e ts  where th e  
a s s e t s  a re  a r ra y e d  in  i n v e r s e - l l q u i d i t y  o rd e r ,  the  d e fe r re d  
ch a rg es  a r e  f r e q u e n t ly  shown a s  th e  f i n a l  a s s e t  group.
P erh ap s  th e  lo c a t io n  i s  due to  th e  f a c t  t h a t  some 
a c c o u n ta n ts  a re  r e l u c t a n t  t o  re c o g n ise  d e fe r r e d  c h a rg e s  a s  
a s s e t s  a t  a l l  and w i l l  adm it them to  th e  b a la n c e -s h e e t  o n ly  
i n  th e  m ost I n f e r i o r  p o s i t io n *  A rnold W. Johnson s t a t e s  
t h a t :  D e f e r r e d  c h a rg e s , i f  any , shou ld  be shown a s  a f i n a l
g ro u p in g  on th e  a s s e t  s id e  o f  th e  b a lan ce  s h e e t .  As a m a tte r  
o f  f a c t ,  d e fe r r e d  ch a rg es  (n arro w ly  d e f in e d )  a re  n o t a s s e t s  
a t  a l l*  However, th ey  som etim es a re  ad m itted  to  th e  balance  
s h e e t on th e  g rounds no b e t t e r  th a n  th e  q u e s tio n a b le  one o f  
expediency* *^2 Kennedy and McMullen s t a t e  t h a t  " f o r  a n a ly t i c a l  
p u rp o s e s , d e fe r re d  c h a rg e s  (e x c lu s iv e  o f  p re p a id  expenses)
12A rnold W. Johnson , E lem entary  A ccounting (New Yorks 
H in e h a rt & Gompany, I n c . ,  1 9 4 6 ), p . 664.
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a re  g e n e ra l ly  d isc o u n te d  h e a v i ly ,  s in c e  t h e i r  v a lu e  i s  con­
j e c t u r a l .  n l 3
The ahove d e f in i t i o n s !  exam ples, and c i t a t i o n s  show 
c l e a r l y  t h a t ,  a s  c u s to m a r ily  p re s e n te d  in  th e  b a la n c e -s h e e t 
to d a y , t h e  d e f e r r e d  ch a rg es s e c t io n  i s  a c a t c h a l l  s e c t io n  in  
w hich a re  p la c e d  a v a r i e ty  o f  h e te ro g en eo u s item s w hich 
p o s s e s s  no common c h a r a c t e r i s t i c s  which m ight l o g i c a l ly  se rv e  
a s  a b a s i s  f o r  c l a s s i f y in g  th e  item s to g e th e r*  The c a p t io n  o f  
th e  s e c t io n ,  D e fe rre d  C harges, i s  vague, g iv in g  no u s e fu l in d i ­
c a t io n  o f  th e  n a tu r e  o f  th e  item s p la ced  w ith in  th e  s e c tio n *  
Even th e  lo c a t io n  o f  th e  s e c t io n  i n  th e  b a la n c e -s h e e t  does 
n o t ap p ea r t o  b e  th e  r e s u l t  o f  any l o g i c a l  reason ing*
I n  th e  l i g h t  o f  th e  above c o n d i t io n s ,  i t  i s  n o t  s u r ­
p r i s in g  t h a t  th e  d e f e r r e d  ch a rg es  s e c t io n  i s  view ed w ith  
c o n s id e ra b le  doubt and s u s p ic io n  by many in d iv id u a ls  who use 
th e  b a la n c e - s h e e t ,  even to  th e  e x te n t  o f  com plete e lim in a ­
t i o n  from  th e  a s s e t s  by many a n a ly s ts *  I t  i s  c l e a r  t h a t  th e  
d e f e r r e d  c h a rg e s  s e c t io n  i s  a m ean in g less  s e c t io n ,  s e rv in g  
l i t t l e  o r  no u s e fu l  p u rp o se .
T h e  fo llo w in g  c h a p te rs  o f  t h i s  s tu d y  c o n ta in  recommenda­
t io n s  a s  to  more m ean ing fu l and u s e fu l p r e s e n ta t io n  o f  th e  
i t e m s  c u s to m a r ily  p re s e n te d  in  th e  d e fe r re d  ch arg es se c tio n *
One r e s u l t  o f  th e s e  recom m endations would be th e  e l im in a tio n  
o f  th e  d e fe r r e d  ch a rg es c l a s s i f i c a t i o n  com pletely*
^K en n ed y  and McMullen, o i | . ,  p* 85*
m m m u
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"P re p a id  expanses*  i s  c u s to m a rily  used in  acco u n tin g  as 
a c o l l e c t i v e  te rm  em bracing e x p e n d itu re s  made f o r  item s such  
a s  o f f i c e  and s to r e  s u p p l ie s  n o t y e t  consumed, advance premium 
paym ents on in su ra n c e  p o l i c i e s ,  advance r e n t a l  paym ents, and 
p re p a id  i n t e r e s t ,  o th e r  item s a re  som etim es found b u t th e  
above may be c o n s id e re d  a s  t y p i c a l  p re p a id  ex p en ses . For 
s ta te m e n t p u rp o se s , i f  th e  in d iv id u a l  ite m s  a r e  im m a te ria l 
i n  amount th e y  a r e  u s u a l ly  combined and th e  t o t a l  i d e n t i f i e d  
sim p ly  a s  p re p a id  ex p en ses , Any ite m s  e h ic h  a re  m a te r ia l  i n  
amount a re  u s u a l ly  l i s t e d  in d iv id u a l ly .
I n  a t te m p tin g  to  s e l e c t  a s a t i s f a c to r y  d e f in i t i o n  fo r  
prepaid e x p e n se s , somewhat th e  same problem  i s  en co u n te red  as  
was found i n  th e  se a re h  f o r  a good d e f in i t i o n  f o r  d e f e r r e d  
c h a rg e s , i n  many I n s ta n c e s ,  p a r t i c u l a r l y  in  w r i t in g s  p r i o r  
to 1940, p re p a id  expenses and d e fe r re d  ch a rg es  a re  d e f in e d  
together and used in te rc h a n g e a b ly * ^  Some o f  th e  more r e c e n t
^-Typical examples a r e  as fo llo w s * "A d e fe r re d  a s s e t ,  
o r  p re p a id  ex p en se , i s  a supp ly  o r  s e rv ic e  purchased  b u t n o t 
consumed a t  th e  d a te  o f  th e  b a la n c e  sheet*  D eferred  a s s e ts  
r e p r e s e n t  s e rv ic e s  p a id  f o r  i n  advance, such  a s  r e n t  p a id  i n  
ad v an ce , in s u ra n c e  p a id  in  advance, p re p a id  a d v e r t i s in g ,  and 
p re p a id  i n t e r e s t .  On th e  o th e r  hand , a d e fe r re d  a s s e t  o r  
p re p a id  expense som etim es In c lu d e s  ta n g ib le s  such as  s t a t i o n ­
e r y ,  s tam p s, and s u p p l i e s ."  l a r i  A* S a i l e r s  and A rth u r W* 
Holm es, B asic  A ccounting P r in c ip le s  (C hicago, B usiness Pub­
l i c s  t i o n e ,  I n c , ,  1 929 ), p , 2s ,
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w r i t in g s  do a tte m p t to  make some d i s t i n c t i o n  betw een th e  two 
te rm s , p ro b ab ly  ea  © r e s u l t  o f  tit© in f lu e n c e s  m entioned la  t a r  
l a  t h i s  ch a p te r*  The moat r e c e n t ly  p u b lis h e d  acco u n tin g  
d ic t io n a r y  i n  th e  U n ited  S t a t e s ,  how ever, d e f in e s  a p re p a id  
ex p en se  as  "An e x p e n d itu re , o f te n  r e c u r r e n t ,  f o r  b e n e f i t s  
y e t to  be r e c e iv e d :  e ty p e  o f  d e fe r re d  c h a rg e . n2
THE DETAILED ACCOUNTING J?HOOKDUBK K)H PH&TAXD f f iM S IS
P re p a id  ex p en ses  a r e  i n i t i a l l y  reco rd ed  i n  th e  acco u n ts  
a t  c o s t .  T h is  c o s t  i s  d e te rm in ed  by th e  a c q u is i t io n  tra n e *  
a c t io n .  O f f ic e  s u p p l ie s  a re  reco rd ed  a t  th e  m o u n t o f  th e  
e x p e n d itu re  r e q u ir e d  f o r  t h e i r  a c q u is i t io n ;  p re p s id  r e n t  i s  
re c o rd e d  a t  th e  amount p a id  by th e  e n te r p r i s e  to  th e  land*  
lo r d ;  p re p a id  in s u ra n c e  i s  re c o rd e d  a t  th e  amount o f  th e  
advance premium p a id  to  th e  in s u ra n c e  company. These c o s ts  
i n  th e  a c c o u n tin g  r e c o rd s  r e p re s e n t  th e  b e n e f i t s  o f  s e rv ic e s  
deemed to  have been  a c q u ire d  by th e  e n te r p r i s e —-su p p lie s
"D efe rred  c h a rg e s  to  expense r e p re s e n t  com m odities and 
s e r v ic e s  t h a t  have been pu rch ased  f o r  consum ption b u t a r e  
unconsumed a t  th e  end o f  th e  f i s c a l  perio d *  A lthough such 
item s are p u rch ased  and p a id  f o r  i n  one p e r io d , th e y  w i l l  
n o t become expenses u n t i l  consumed i n  a subsequen t p e r io d .
They a r e  th e r e f o r e  f r e q u e n t ly  term ed p re p a id  expenses*" 
lam es 0 . McKinney and Howard 3 . N oble, A ccounting P r in c ip le s  
( C in c in n a t i :  South*W estern P u b lis h in g  iScmpany, 19^?7i i*  2^7 .
" In  case  an expense b i l l  which l a  p a id  i n  one y e a r  
b e lo n g s  e i t h e r  i n  p a r t  o r  i n  whole to  th e  fo llo w in g  y e a r , i t  
i s  n e c e s s a ry  t o  c a r r y  th e  amount p re p a id  forw ard  a s  a 'D e fe rre d  
Charge to  O p e ra tio n s *1 The p re p a id  expanse i s  th e n  a p p lie d  
to  th e  p e r io d  to  w hich i t  belongs* I l l u s t r a t i o n s  o f  expanses 
w hich a re  f r e q u e n t ly  p a id  i n  advance e re  in s u ra n c e , t a x e s ,  
I n t e r e s t ,  and com m issions."  D ew itt C a rl E g g le s to n , A u d itin g  
P ro ced u re  (Mew f o r k :  John W iley 4  Sons, I n c . ,  1935 ) 7  P • 197*
2K o h le r, c l t . . p .  3 2 5 *
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w hich w i l l  b e n e f i t  th e  b u s in e s s  as th e y  ax e  consumed, s e rv ic e  
tJarough th e  use  o f  th e  p ro p e r ty  being  re n te d  f o r  th e  term  
covered  by th e  advance r e n t a l  paym ent * p r o te c t io n  s e rv ic e  
a f fo rd e d  by th e  in su ra n c e  f o r  th e  term  o f  th e  premium*
These c o s t s ,  once e n te re d  in  th e  r e c o rd s ,  a re  th en  
a m o rtized  p e r io d ic a l ly *  The method o f  d e te rm in in g  th e  amount 
to  be a m o rtiz e d  depends to  some e x te n t on th e  n a tu re  o f  th e  
item * f o r  som e, such  a s  in s u ra n c e  and r e n t ,  whose s e rv ic e  
is  re n d e re d  on a tim e b a s i s ,  th e  a m o r tiz a t io n  i s  b ased  on 
the e la p se d  tim e* F or exam ple, i f  $1 ,3 0 0  i s  p a id  to  th e  
landlord for r e n t  i n  advance f o r  f i f t e e n  m onths, th e  ex~ 
panditure can  th e n  be rec o rd ed  i n  an a s s e t  acco u n t e n t i t l e d  
"Prepaid Sent," I f  accoun t la g  s ta te m e n ts  a re  to  be p rep a red  
at th e  end of th e  n in th  month o f  th e  te rm , th e  amount t o  be 
amortized from th e  p re p a id  r e n t  accoun t w ould be  $9 0 0 , 
leaving $600  i n  th e  p re p a id  r e n t  a c c o u n t t o  r e p re s e n t  th e  
onexpired te rm  o f  the  r e n t a l  p erio d *  In  o th e r  c a s e s ,  a s  
with s u p p l ie s ,  w here b e n e f i t  i s  d e r iv e d  th ro u g h  p h y s ic a l  
consumption, th e  amount o f  a m o rtiz a t io n  i s  b ased  on th e  
consumption w hich has ta h a n  p lace*  I n  some o a se s  i t  may 
be n e c e s s a ry  to  d e te rm in e  th e  amount consumed by c o n s id e r in g  
the t o t a l  a c q u ired  and th e  amount rem ain ing  a t  th e  end o f 
th e  p e r io d  f o r  which th e  d e te rm in a tio n  I s  b e in g  made* For 
exam ple, i f  $400  i s  p a id  f o r  o f f i c e  s u p p l i e s ,  t h a t  amount 
can  Im m ediate ly  be e n te re d  in  an a s s e t  acco u n t r e p re s e n t in g  
th e  o f f i c e  s u p p l ie s .  A s  th e  s u p p lie s  a re  consumed i t  w i l l  
u s u a l ly  be im p ra c t ic a l  t o  re c o rd  th e  consum ption each day .
I f  i t  i s  found th a t  $100  o f  th e  s u p p lie s  rem ain unconsumed
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a t  th e  t im e  statements a re  b e in g  p re p a re d . I t  i® c l e a r  th a t  
#300 sh o u ld  be am o rtised  from th e  a s s e t  accoun t fo r  s u p p l ie s ,  
le a v in g  $100  l a  t h a t  accoun t to  re p re s e n t th e  unconsumed 
s u p p l ie s  a t  t h a t  tim e* With r e s p e c t  to  th e  amounts o f  p re*  
p a id  expenses b e in g  a m o rtiz e d , In  some in s ta n c e s  th e  am oril*  
z a t io n  I s  j u s t  a t r a n s f e r  from  one a s s e t  accoun t to  a n o th e r , 
t o  r e s t  th e re  te m p o ra r i ly  b e fo re  assignm en t as ex p en se , f o r  
exam ple, i n  th e  c a se  o f  a m an u fa c tu rin g  e n t e r p r i s e ,  th e  
p o r t io n  o f  some p re p a id  expenses being  am o rtized  i s  recog­
n iz e d  as m an u fa c tu rin g  o v erh ead , a s s ig n a b le  to  th e  p ro d u c t 
be in g  p ro d u ced , u l t im a te ly  a s s ig n a b le  a s  expense when th e  
p ro d u c t i s  s o ld .
I t  i s  b e l ie v e d  t h a t  th e  above d e s c r ip t io n ,  though b r i e f ,  
i s  a re a s o n a b le  s ta te m e n t o f  t h e  d e ta i l e d  a cco u n tin g  p ro ­
ced u re  u s u a l ly  fo llo w ed  to d ay  f o r  p re p a id  expense i te m s .
I t  i s  i n t e r e s t i n g  t o  n o te  t h a t  th e  p ro ced u re  i s  s t r o n g ly  
in f lu e n c e d  by s e v e r a l  o f  th e  b a s ic  co n cep ts  p re s e n te d  in  
C h ap ter I I ,  The e x p e n d itu re s  a re  re co rd e d  a t  c o s t—m easured 
c o n s id e r a t io n .  The c o s t e lem en ts a re  h e ld  in  su sp en se  u n t i l  
tim e f o r  p ro p e r  m atch ing  a g a in s t  revenues* D uring th e  tim e 
th e y  a r e  h e ld  in  su sp en se  th e y  a r e  co n s id e red  to  be s u s -  
cep t a b l e  t o  reg ro u p in g  and assem bling  w ith  o th e r  cost® .
T here seems to  b e  no v io l a t i o n  o f b a s ic  co n cep ts  in  t h i s  
p ro c e d u re , and on th e  b a s is  o f th e  a n a ly s is  th u s  f a r  th e re  
ap p e a rs  to  be no cau se  f o r  c r i t i c i s i n g  th e  custom ary
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acco u n t la g  tre a tm e n t o f  p re p a id  e x p e n se s .3
BALANCE-SHEET PRESENTATION O f  PREPAID EXPENSES
T r a d i t i o n a l ly ,  p re p a id  expenses have bean c l a s s i f i e d  In  
th e  d e fe r r e d  c h a rg e s  s e c t io n  o f th e  b a la n c e -s h e e t ,  as f a r  
a s  p o s s ib le  away from  th e  c u r re n t  a s s e t  se c tio n *  In  a s tu d y  
o f  p u b lis h e d  b a la n c e - s h e e ts  o f  525  com panies f o r  the  y e a r  
1946 i t  was found t h a t  96# o f  them d is p la y e d  p re p a id  expenses 
in  t h i s  manner.**' However, I n  a s im i la r  s tu d y  o f  b a lan ce *  
s h e e ts  f o r  th e  y e a r  1950 i t  was found t h a t  o n ly  65# showed 
p re p a id  expenses c l a s s i f i e d  i n  t h i s  m a n n e r T h i s  d e c l in e  
was th e  r e s u l t  o f  many f irm s  s h i f t i n g  th e  p re p a id  expenses 
up to  t h e  c u r r e n t  a s s e t  se c tio n *  I f  t h i s  t r e n d  c o n tin u e s  
i t  w i l l  n o t be lo n g  ( i f  th e  tim e has n o t a lre a d y  come) b e fo re  
i t  can  s a f e l y  be s t a t e d  th a t  th e  p r e v a i l in g  p r a c t i c e  i s  to  
c l a s s i f y  p re p a id  expenses i n  th e  c u r r e n t  a s s e t  se c tio n *  I t  
may be w e ll to  c o n s id e r  now th e  causes f o r  t h i s  change in  
o la s  s l f i c a t i o n •
The change i s  n o t so  much th e  r e s u l t  o f  a change in  
a t t i t u d e  tow ard  p re p a id  expenses a s  i t  I s  th e  r e s u l t  o f  a 
change i n  a t t i t u d e  tow ard  c u r r e n t  a s s e t s .  U n ti l  f a i r l y  
r e c e n t  y e a rs  m ost a c c o u n ta n ts  would have s ta te d  w ith o u t
3 i t  may be w e ll  to  n o te  a t  t h i s  p o in t  t h a t  th e  a u th o r  
In te n d s  to  ta h e  com plete e x c e p tio n  to  th e  r e c o g n it io n  o f  
^ P rep a id  I n t e r e s t "  a s  a p re p a id  expense ite m . The d is c u s s io n  
o f  t h i s  w i l l  come a t  a l a t e r  p o in t  i n  t h i s  ch ap te r*
^ A ccounting T rends and T echniques (1951 E d it io n , New 
Yorhs American I n s t i t u t e  o f  A ccoun tan ts , 1951 ), p* 56*
5i b l d *, p * 57 *
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h e s i t a t i o n  t h a t  c u r r e n t  a s s e t s  c o n s is t  o f  cash  and o th e r  
a s s e t s  w hich w i l l  he co n v e rted  in to  cash r e l a t i v e l y  soon , 
g e n e r a l ly  sp eak in g  w ith in  one year*  T h is  concept o f  c u r r e n t  
a s s e t s  would c l e a r l y  in c lu d e  such  ite m s a® cash  on hand, 
c a sh  on d e p o s i t  i n  banks, o rd in a ry  acco u n ts  and n o te s  re*  
s o lv a b le ,  and m erchand ise  h e ld  f o r  s a le *  C e r ta in  o th e r  
ite m s  such  as m a rk e ta b le  s e c u r i t i e s  and cash  s u rre n d e r  
values o f  l i f e  in su ra n c e  p o l i c i e s  a re  n o t so clearly in c lu d ­
ib le  b u t were u s u a l ly  p la c e d  i n  th e  c u r r e n t  a s s e t  s e c t io n  In  
actual p r a c t i c e .  Item s which w ould n o t be c o n v e rted  d i r e c t l y  
into c a sh , such  a s  p re p a id  in s u ra n c e , p re p a id  r a n t ,  and th e  
other prepaid expense item ® , were excluded  from  th e  c u r re n t  
asset c l a s s i f i c a t i o n .  T h is  concep t o f  c u r re n t  a s s e t s  shows 
very d e f i n i t e  in f lu e n c e s  o f  a l iq u i d a t i o n  a t t i tu d e *  T h is  
attitude i s  s t i l l  h e ld  by mazer a c c o u n ta n ts , a s  in d ic a te d  in  
the fo llo w in g  f a i r l y  r e c e n t  s ta te m e n t by an acco u n tan t who 
says t h a t  p re p a id  expenses have no p la c e  in  th e  c u r re n t 
asset s e e t io n  o f  th e  b a la n c e -sh e e t*
"We acco rd  them a s e p a ra te  t i t l e  under th e  g e n e ra l  
te rm  ’ a s s e t s , '  and u s u a l ly  a s  th e  l a s t  item  under 
th e  a s s e t s .  I t  i s  c o n tra ry  to  a l l  p r in c ip le d  o f  
re a so n  (w hether ac co u n tin g  o r  o th e r )  to  c l a s s i f y  
an ite m , w hich h a s  no sa lv a g e  v a lu e , as a c u r re n t 
a s s e t ,  even though th e  item  was p a id  f o r  on th e  
l a s t  day  o f th e  f i s c a l  p e rio d .* * *  C u rren t a s s e t s  
sh o u ld  be a s s e t s  t h a t  a rc  a v a i la b le  f o r  co n v e rs io n  
in to  ca sh  w ith  w hich to  l iq u id a te  l i a b i l i t i e s .
T h is  a t t i t u d e  by a c co u n ta n ts  i s  p ro b ab ly  th e  r e s u l t  o f  th e
"pounce" approach  fo rm e rly  ta k e n  by m ost c r e d i t -g r a n to r s *
^ E a rle  T om lins, "D isagreem ent With E d i to r ia l  S upport­
in g  ABB No. 3 0 ,"  J o u rn a l o f  A ccountancy , LXXXVT (1946), 195*
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F r la e  c o n sid e r a tio n  m s  g iv en  to  th e  c u r r e n t  p o s i t io n  o f  th e  
b u s in e s s  frost tlM etan d p oin t o f  w hat a s s e t s  w ars a v a i la b le  
fo r  la sted !a t*  c o n v e rs io n  I n to  oaeh , i f  need  ho. She o u r re a t  
a s s e t s , sad th e  r a t io  o f  ou rrent a s s e t s  t o  o u r re a t  l i a b i l i t i e s  
were deaaed to  be th e  a o s t  s i g n i f i c a n t  m easures o f  th e  d e b t-  
p aying p o te n t ia l o f th e  e n t e r p r i s e .
Xn r e se a t  years c r e d ito r s  hare changed t h e i r  a t t i t u d e .  
Bren s h o r t - t e n  c r e d ito r s  now toad to  r e l y  s o re  on th e  
a b i l i t y  o f  th e  e n te r p r ise  to  pay i t s  o b l ig a t io n s  o u t o f  
proceeds o f  ou rrent o p era tio n s and l e s s  upon a b i l i t y  t o  pay 
in  eaae o f  liq u id a tio n *  t h e  s h i f t  i s  from  th a t  o f  a l iq u id a ­
t io n  a t t itu d e  t o  t h a t  o f  a g o in g  concern  a t t i tu d e *  f h i s  s h i f t  
has le d  to  a s ig n if ic a n t  change i n  th e  co n cep t o f  c u r re n t  
a sse ts*  In stea d  o f  e o a s id e r ln g  th e  o u r re n t  a s s e t  s e c t io n  a s  
a p o o l o f  oaah and n e a r -c a s h  i te m s ,  th e  t r e n d  to d ay  l a  to  
l e t  th e  ourrent a s s e t  s e c t io n  d is p la y  th e  "worfciiig c a p i t a l 91 
a s s e ts  o f  th e  e n te r p r ise  in  so  d o in g , a  fundam ental in ­
c o n s is te n c y  th a t e x is te d  i n  fo rm er b a la n c e -s h e e ts  i s  avo ided— 
a s s e t s  are more n e a r ly  p re s e n te d  on a go ing  concern  b a s is  
in ste a d  o f  son s b e in g  p re s e n te d  on t h a t  b a s is  and o th e r s  
b ein g  in flu en ced  by th e  l i q u i d a t i o n  a t t i tu d e *  Xn a d d i t io n ,  
a v i t a l  elem ent o f  t h e  e n t e r p r i s e ,  working c a p i t a l ,  i s  shown
7Because o f  th e  v a r i e ty  o f  ways i n  which I t  l a  commonly 
u s e d , th e  te rm  w orking c a p i t a l  sh o u ld  be used  w ith  c a r e .  I t  
w i l l  h e r e a f t e r  be used to  r e f e r  e x c lu s iv e ly  to  a s s e ts *  "Hat 
w orking  c a p i t a l "  w i l l  be u se d , I f  n e c e s s a ry , to  r e f e r  to  
th e  ex c e ss  o f  t o t a l  w orking c a p i t a l  o v e r  c u r r e n t  l i a b i l i t i e s *
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more c l e a r ly  th a n  fo rm e rly .^
A c l e a r  u n d e rs ta n d in g  o f  w hat i s  meant lay w orking c a p i t a l  
i s  n e c e s s a ry  i f  c u r r e n t  a s s e t  item s a re  to  be c l a s s i f i e d  on 
t h a t  b a s is *  th e  t o t a l  c a p i t a l  employed i n  a b u s in e s s  can  be 
d iv id e d  in to  two p a r t s ,  f ix e d  c a p i t a l  and w orking  c a p i ta l* ^  
(The l a t t e r  i s  v a r io u s ly  r e f e r r e d  to  a s  c u r re n t  c a p i t a l ,  c i r ­
c u la t in g  c a p i t a l ,  and l iq u id  c a p i ta l* )  The f ix e d  c a p i t a l  i s  
t h a t  w hich i s  in v e s te d  o r  re se rv e d  f o r  in v estm en t i n  th e  
f a c i l i t i e s  w ith  w hich th e  b u s in e s s  i s  conducted : la n d ,
b u i ld in g s ,  m ach in es , showroom f i x t u r e s ,  d e l iv e r y  equipm ent, 
and even  in ta n g ib le s  such  a s  p a t e n t s ,  c o p y r ig h ts ,  and le a s e ­
ho lds*  In  m ost o ases  th e  f ix e d  c a p i ta l  a s s e t s  a re  g ra d u a l ly  
e x h a u s te d , e i t h e r  p h y s ic a l ly  o r  f u n c t io n a l ly ,  a s  th ey  a re
®Bewing, who used th e  te rm  " c u r re n t  c a p i t a l "  in  th e  
s a m  way t h a t  w orking c a p i t a l  i s  h e re  be in g  u sed , s t a t e s  th a t  
ev e ry  b u s in e s s  c o n s i s t s  o f  th r e e  e lem e n ts . "These elem ents 
a r e  th e  f ix e d  c a p i t a l ,  th e  o u rre n t c a p i t a l ,  and o rg a n is a t io n — 
th e  l a t t e r  c r e a te d  by and dom inated by th e  human s k i l l  o f  
m anagem ent." A rth u r  S tone Dewing, The F in a n c ia l  P o lic y  o f  
C o rp o ra tio n s  (F o u rth  E d it io n , New York: ’Tv'fhe S d n a lS r r e e s  
Coa^any, 1 9 4 1 ), XI, 706 .
^Dewing p o in ts  o u t t h a t  th e  id e a  o f  showing w ork ing  
c a p i t a l  c l e a r ly  i s  n o t new. "The d i f f e r e n t i a t i o n  between 
f ix e d  and c u r r e n t  c a p i t a l  i s  p r a c t i c a l l y  a s  o ld  a s  c o rp o ra t io n  
ac co u n tin g  among th e  A nglo-Saxon n a t io n s .  I n  1571 th e  s to c k ­
h o ld e rs  o f  th e  S o c ie ty  o f  th e  M ines R oyal, hav ing  become 
d i s s a t i s f i e d  w ith  th e  f a i l u r e  o f  th e  management to  pay  
d iv id e n d s , r e fu s e d  f u r th e r  s u b s c r ip tio n s *  To encourage th e  
s to c k h o ld e r s ,  an In v e n to ry  o r  ba lan ce  s h e e t was p re p a re d  en­
t i t l e d  ’ An E stim a te  o f  th e  S tock  Remaining a t  th e  Mines and 
th e  T a lu s  th e r e o f  a t  C h ristm as l a s t * ’ T h is i s  one o f  th e  
f i r s t  E n g lish  c o rp o ra te  o r  j o i n t  s to c k  b a lan ce  s h e e ts  In  
e x is te n c e *  The c a p i t a l  i s  e n te re d  under th r e e  head ings which 
m igh t be d e s c r ib e d  a s  I n v e n to r ie s ,  th e  o u rre n t c a p i ta l  used 
I n  th e  b u s in e s s ,  and th e  f ix e d  c a p ita l*  I t  shows a c l e a r  
co n c e p tio n  o f  th e  d i f f e r e n c e  between c u r re n t  c a p i t a l  and 
f ix e d  c a p i t a l . . . . "  I b i d . .  p* 707*
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u sed  in  th e  o p e ra t io n  o f  th e  b u sin ess*  As t h i s  ta k e s  p la c e  
I t  may be s a id  t h a t ,  i s  a  s e n s e ,  th e y  a r e  g ra d u a l ly  co n v e rted  
in to  cash*
In  a d d i t io n  to  f ix e d  c a p i t a l ,  an  e n t e r p r i s e  u s u a lly  
needs c a p i t a l  f o r  m ee tin g  th e  day to  day e x p e n d itu re s  n e c e ssa ry  
for c a r ry in g  on  th e  b u s in e ss*  M p lo y ees  m ust be p a id ,  
m aterials must be p u rc h a se d , s u p p l ie s  a re  needed in  c a r ry in g  
on the operations, p r o te c t io n  in  th e  form  o f  in su ra n c e  must 
be provided, taxes m ust be p e ld ,  end so  on w ith  innum erable 
expenditures which m ust be made i n  a d d i t io n  to  th o se  made in  
the acquisition of th e  m ajor f a c i l i t i e s  o f  th e  b u s in e s s . The 
part of th e  to ta l c a p i t a l  w hich i s  em ployed in  t h i s  way i s  
referred to as the working c a p i ta l*
A d istin ct cash-oyole can be observed  in  co n n e c tio n  
with the working c a p i t a l  Item s* f i r s t ,  cash  i s  expended f o r  
goods and s e rv ic e s *  These c o s ts  th e n  become em bodied, d i r e c t l y  
or in d irectly , i n  th e  p ro d u c t being  p ro d u ced . The f in is h e d  
product i s  th e n  s o ld ,  p o s s ib ly  on c re d i t*  The custom ers th an  
normally pay w ith in  a s p e c i f ie d  p e rio d *  Thus th e  cy c le  from 
cash to cash i s  com ple ted . 10  The d u ra t io n  o f  t h i s  c y c le  i s
10I t  sh o u ld  be re c o g n ise d  t h a t  th e  ca sh  r e a l i s e d  a t  th e  
co m p le tio n  o f th e  o y o le  i s  u s u a l ly  g r e a te r  th a n  th e  cash  p u t 
in to  th e  c y c le . The e x c e ss  may be d u e , i n  p e r t ,  to  p a r t i a l  
c o n v e rs io n  o f  f ix e d  f a c i l i t i e s  in to  ca sh , as in d ic a te d  above, 
and i n  p a r t ,  to  t h e  p r o f i t  a r i s in g  bsoausa s e l l i n g  p r ic e s  
w ere g r e a t e r  th a n  th e  ag g reg a te  o f  expenses* assum ing s ta b le  
c o n d i t io n s ,  bo th  o f  th e s e  p a r t s  w i l l  p ro b ab ly  n o t  rem ain  in  
w orking c a p i t a l  lo n g , n o r  sh o u ld  they* The p a r t  r e l a t i n g  to  
f a c i l i t i e s  sh o u ld  be r e in v e s te d  in  rep lacem en t f a c i l i t i e s *  
dven i f  t h i s  i s  n o t done im m ediately  t h i s  cash  shou ld  be r e ­
se rv e d  o u ts id e  o f  working c a p i t a l  f o r  such re p la c e m e n ts , o th e r ­
w ise  ex c ess  w orking c a p i t a l  w i l l  r e s u l t*  The cash  r e l a t i n g
f a i r l y  s h o r t  i n  com parison w ith  th e  c a sh -o y c le  f o r  f ix e d  
c a p i t a l .  To a  la r g e  e x ta n t i t s  le n g th  depends on th e  n a tu re  
o f  th e  s p e c i f i c  b u sin ess*  In  o u r re n t  a cco u n tin g  l i t e r a t u r e  
sad  p r a c t i c e ,  th e  o a sh -o y c le  f o r  w orking c a p i t a l  a s s e t s  i s  
u s u a l ly  r e f e r r e d  t o  a s  th e  " o p e ra t in g  c y c le "  o f  th e  e n te r ­
p r i s e ,  and i t  i s  i n  t h i s  s e n se  t h a t  th e  te rm  o p e ra t in g  
e y o le  w i l l  be used  h e r e a f t e r  i n  t h i s  study*
Although so n s  a c c o u n ta n ts  had advocated  th e  w orking 
c a p ita l approach t o  th e  p roblem  o f  c u r r e n t  a s s e t  c l a s s i f i c a ­
t io n , i t  was n ot u n t i l  1947 t h a t  any d e f in i t e  t r e n d  In  t h a t  
d ir e c t io n  was m an ifested *  In  th e  f a l l  o f  t h a t  y e a r  th e  
Ooamilttee on A ccounting P ro ced u re  o f  th e  American I n s t i t u t e  
o f  A ccountants unanim ously recommended th e  fo llo w in g  d e f in i ­
t io n  fo r  c u r r e n t  a sse ts*  " f o r  a cco u n tin g  p u rp o se s , th e  
te n s  c u r r e n t  a s s e t s  i s  used  t o  d e s ig n a te  cash  end o th e r  
a s s e ts  o r  r e s o u r c e s  commonly id e n t i f i e d  a s  th o s e  which a re  
reason ably  exp ected  t o  b e  r e a l i s e d  in  ca sh  o r  so ld  o r  con­
sumed during th e  norm al o p e ra t in g  c y c le  o f  th e  b u s in e ss
to  p r o f it s  may be d i s t r i b u t e d  to  owners as  d iv id e n d s  o r  may 
be reta in ed  in  th e  b u s in e ss  f o r  expansion  p u rp o se s , o r  some 
com bination  o f  th e  two* In  e i t h e r  c a se  I t  does n o t  lo n g  r e ­
main in  w orking c a p i t a l ,  ex c e p t t o  th e  e x te n t t h a t  w orking 
c a p i t a l  needs t o  be in c re a s e d  as a r e s u l t  o f  expended 
a c t i v i t i e s *
H lb e  com m ittee e la b o ra te d  on t h i s  d e f in i t io n  in  th e  
fo llo w in g  w ords: "Thus th e  te rm  comprehends in  g en e ra l such
re s o u rc e s  a s  (a )  cash  a v a i la b le  f o r  o u r re n t o p e ra t io n s  and 
item s w hich a re  th e  e q u iv a le n t  o f  c a sh , (b) m erchandise o r  
s to c k  on hand , o r  In v e n to r ie s  o f  raw m a te r ia l s ,  goods in  
p r o c e s s ,  f in is h e d  goods, o p e ra t in g  s u p p l ie s ,  and o rd in a ry  
m ain tenance  m a te r ia l  end p a r ts *  (o ) t r a d e  ac c o u n ts , n o te s ,  
end a c c e p ta n c e s  r e c e iv a b le ,  (d l r e c e iv a b le s  from  o f f i c e r s  
( o th e r  than f o r  lo a n s  and a d v a n c e s ), em ployees, a f f i l i a t e s ,
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Tii* two f e a t u r e s  o f  t h i s  d e f i n i t i o n  w hich d i s t in g u i s h  i t  
from  © a r l io r  ones a r e  I t s  ad m issio n  o f  a s s e t s  w hich a re  n o t  
ex p e c te d  t o  t o  r e a l i s e d  in  ca sh  b a t which w i l l  be consumed 
w ith in  a  c e r t a i n  p e r io d ,  and i t s  u se  o f  th e  o p e ra t in g  c y c le  
f o r  d e te rm in in g  th e  p e r io d  r a th e r  th an  u s in g  th e  tw elve* 
month p e r io d  w ith o u t  r e g a rd  to  th e  n a tu re  o f  th e  b u s in e ss  
A lthough th e r e  was much o p p o s i t io n  to  t h i s  d e f in i t io n  
a t  t h e  t im e  i t  was f i r s t  p u b lis h e d  and some a c c o u n ta n ts  s t i l l  
do n o t a c c e p t i t ,  th e r e  h a s  been w ide accep tan ce  o f  i t  i n  
th e  p e a t  few y e a r s ;  i t  s e w s  d e s t in e d  to  s e t  th e  p a t te r n  f o r  
c u r r e n t  a s s e t  c l a s s i f i c a t i o n  i n  th e  fu tu re *
In  c o n c lu d in g  t h i s  s e c t io n  d e a lin g  w ith  th e  b a la n c e -s h e e t 
p r e s e n ta t io n  o f  p re p a id  ex p en ses , i t  may be w e ll to  r e c a p i tu ­
la te *  The t r a d i t i o n a l  c l a s s i f i c a t i o n  o f  p re p a id  expenses has 
been  a s  d e f e r r e d  c h a rg e s , and a s  In d ic a te d  by re c e n t s t a t i s t i c s ,
and o th e r s  i f  c o l l e c t i b l e  in  th e  o rd in a ry  co u rse  o f  b u s in e ss  
w ith in  a  y e a r ,  (e ) in s ta l lm e n t  o r  d e fe r r e d  acco u n ts  and n o te s  
r e c e iv a b le  i f  th e y  conform  t o  norm al t r a d e  p r a c t i c e s  and term s 
w ith in  th e  b u s in e s s ,  ( f )  m a rk e tab le  s e c u r i t i e s  r e p re s e n t in g  
th e  in v e s tm e n t o f  cash  a v a i la b le  f o r  c u r r e n t  o p e r a t io n s ,  and 
(g ) p re p a id  ex p en ses such  as in s u ra n c e , t a x e s ,  unused ro y a l­
t i e s ,  c u r r e n t  p a id  a d v e r t i s in g  s e rv ic e  n o t  y e t  r e c e iv e d ,  and 
o th e r  ite m s  w h ich , i f  n o t  p a id  In  advance , would r e q u i r e  th e  
use  o f  c u r r e n t  a s s e t s  d u r in g  th e  o p e ra t in g  c y c l e / 1 Aoopuatii 
B***argb B o l i v i a  No. M  (Haw York! Amariosn I n s t i t u t e  s  
A cco u n tan ts , 1 9 4 7 ), p .  2 4 8 *
12The com m ittee does make p ro v is io n  fo r  some e x c e p tio n s  
to  th e  u se  6 f  th e  o p e ra t in g  cycle*  ”A o n e -y e a r  tim e p e r io d  
i s  t o  be u sed  a s  a b a s is  f o r  th e  s e g re g a tio n  o f  o u r re n t a s s e t s  
i n  e a se s  where th e r e  a r e  s e v e r a l  o p e ra t in g  c y c le s  o c c u rr in g  
w ith in  such  tim e  p erio d *  However, where th e  p e r io d  o f  th e  
o p e ra t in g  c y c le  i s  in  e x c e ss  o f  tw e lv e  m onths, such  a s  in  th e  
to b a c c o , d i s t i l l e r y ,  and lum ber b u s in e s s e s , th e  lo n g e r  p e r io d  
shou ld  be u se d ."  I b i d *, p* 249 .
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p ro b a b ly  a bar® m a jo r i ty  o f  a c c o u n ta n ts  c o n tin u e  to  c l a s s i f y  
p re p a id  expenses i n  t h i s  m anner. T h is  c l a s s i f i c a t i o n  i s  
l a r g e ly  t b s  r e s u l t  o f  tb s  fo rm er a t t i t u d e  o f  e r e d i t - g r a n to r s  
and r e f l e c t s  a l iq u i d a t i o n  v iew p o in t r a t b s r  th an  a go ing  
co n cern  v ie w p o in t. I n  r e c e n t  y e a rs  tb e re  has been a d e f i n i t e  
t r e n d  tow ard  tb e  c l a s s i f i c a t i o n  o f  p re p a id  expenses i n  tb© 
c u r r e n t  a s s e t  s e c tio n *  T h is t r e n d  i s  d i r e c t l y  tb e  r e s u l t  o f  
tb e  recom m endation o f  tb e  com m ittee o f  tb e  American I n s t i t u t e  
o f  A cco u n tan ts  w hich g iv e s  r e c o g n i t io n  to  tb© changed a t t i t u d e  
o f  e re d i t« ‘g r a n to r s t tb e  need f o r  c l e a r  s ta tem en t p r e s e n ta t io n  
o f  t h a t  s i g n i f i c a n t  e lem en t o f  tb e  e n t e r p r i s e ,  w ording c a p i t a l ,  
and t b e  d e s i r a b i l i t y  o f  a c o n s is te n t  going con cern  v iew po in t 
i n  tb e  p r e p a r a t io n  o f  a l l  p a r t s  o f  tb e  b a la n c e -s h e e t .
I t  i s  th e r e f o r e  concluded  th a t  th e  c l a s s i f i c a t i o n  o f  
p re p a id  expenses as  d e f e r r e d  o b arg es  i s  n o t In  c o n fo rm ity  
w ith  b a s ic  a c c o u n tin g  c o n c e p ts , and i t  i s  recommended t h a t  
p re p a id  expenses (ex cep t f o r  p re p a id  i n t e r e s t )  h e n c e fo r th  
be c l a s s i f i e d  a s  o u r re n t  a s s e t s .
PREPAID INTEREST
One o f  tb e  ite m s  c u s to m a rily  i d e n t i f i e d  a s  p re p a id  ©x~ 
pens© in  c u r r e n t  a c c o u n tin g  p r a c t i c e  i s  p re p a id  in te r e s t*
Many le a d in g  w r i t e r s  l ik e w is e  r e f e r  to  p re p a id  i n t e r e s t  a s  
b e in g  a p re p a id  e x p e n s e .^  However, th e r e  a r e  some acco u n t­
a n ts  who m a in ta in  t h a t  i n t e r e s t  cannot be "p rep a id *  in  th e
13Thomas Henry S an d ers , Henry Rand H a tf ie ld ,  and Under­
b i l l  M oore, A S t | i e m a t  o f g £ iM jJ2l $ £  ycrks
American I n s t i t u t e  o f  A cco u n tan ts , 1938)* 75V
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same way t h a t  ite m s  such  aa in su ra n c e  and r e n t  a r e  p r e p a i d . ^  
A t y p i c a l  e x p la n a tio n  o f  how p re p a id  in te r e s t  a r i s e s  i s  
a s  fo llo w s*  Assume t h a t  a f irm  e x e c u te s  a n o n - in te r e s t  
h e a r in g  n o te  f o r  $ 1 ,0 0 0 , p ay a b le  i n  s ix ty  d ay s . This n o te  i s  
th e n  d is c o u n te d  a t  a bank a t  a d iscou n t r a t e  o f  6$, The net 
p ro c e e d s  re c e iv e d  by th e  e n te r p r i s e  i s  $990 and th e  $10  
d ed u c ted  by th e  bank i s  deemed to  be i n t e r e s t  p a id  i n  advance, 
henee " p re p a id "  in t e r e s t*  The e x p la n a tio n  m ight go on to  
p o in t  o u t t h a t  t h e  t r a n s a c t io n  w ith  th e  bank may be d iv id e d  
in to  two p a r t s .  I n  erne p a r t  th e  bank g iv e s  th e  borrow er 
$1 ,0 0 0  i n  exohangs f o r  t h e  n o te  o f t h a t  amount due in  s ix ty  
days* Xn th e  second  p a r t  th e  bo rrow er im m ediately  pays t o  
th e  bank $10  a s  I n t e r e s t  f o r  th e  te rm  o f  th e  n o te .
I n  acco rd an ce  w ith  th e  above re a s o n in g , a t  t h e  tim e  th e  
n o te  i s  d is c o u n te d  th e  ao eo u n tan t would re c o rd  a l i a b i l i t y  o f 
$1 ,0 0 0  w ith  r e s p e c t  t o  th e  n o te  and an  a s s e t  o f  $10  r e l a t i n g  
to  t h e  p re p a id  i n t e r e s t .  T h is  a s s e t ,  p re p a id  i n t e r e s t ,  w i l l  
be deemed to  e x p ire  a s  th e  te rm  o f  th e  n o te  p a s s e s .  Thus, i f  
s ta te m e n ts  a r e  p re p a re d  a t  th e  end o f  one m onth, $5 o f  i t  
would be r e p o r te d  a s  I n t e r e s t  Sxpense and $3 o f  i t  would be 
r e p o r te d  on th e  b a la n c e -s h e e t  a s  th e  re s id u e  o f  th e  a s s e t ,  
p re p a id  i n t e r e s t .  The b a la n c e -s h e e t  would a ls o  c o n ta in  a 
l i a b i l i t y  i te m , n o te  p a y a b le , i n  th e  amount o f  $1 0 0 0 , as  
I n i t i a l l y  re c o rd e d . I f  s ta te m e n ts  a r e  p rep a red  a g a in  a t  th e  
end o f  th e  te rm  o f  th e  n o te ,  bu t j u s t  b e fo re  the  n o te  i s  p a id ,
^ P a t o n  and P a to u , op. o l t . .  p , 2 6 .
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*5 w ould be  re p o r te d  a© i n t e r e s t  expense r e l a t in g  to  tb e  
second month and no t i l in g  would be  shown on th e  b a la n c e -s h e e t 
a s  p re p a id  i n t e r e s t  rem a in in g . The l i a b i l i t y  o f  #1 ,0 0 0  
would be shown on t h i s  b a la n c e -s h e e t J u s t  a© i t  was on th e  
p re c e d in g  one*
G apefu l a n a ly s i s  w i l l  show t h a t  th e  above tre a tm e n t o f  
i n t e r e s t  i s  unsound* I n t e r e s t  i s  a ch a rg e  f o r  th e  use o f  
money* I n  th e  above c a se  th e  bo rro w er d id  n o t r e a l l y  borrow  
#1 ,0 0 0  a t  th e  o u ts e t*  The bank allow ed  him th e  use o f  $990 
w ith  th e  u n d e rs ta n d in g  t h a t  he rep ay  i t ,  p lu s  $1 0 , a t  th e  
end o f  s ix t y  days* The $10  i s  I n t e r e s t  w hich r e a l l y  a c c ru es  
d u r in g  th e  te rm  o f  th e  debt* I t  was n o t p a id  i n  advance a t  
a l l*  In  f a e t»  i t  does n o t g e t p a id  u n t i l  th e  v e ry  end o f  
th e  t e n  o f  th e  debt*
The custom ary  a c c o u n tin g  p ro ced u re  fo r  c a s e s  such  a s  
the one o u t l in e d  above n o t o n ly  r e s u l t s  in  showing as an 
asset (prepaid i n t e r e s t )  som ething w hich  i s  no t an  a s s e t  in  
any reasonable se n se  o f  th e  w ord, b u t i t  a l s o  f a i l s  t o  
adhere to the b a s ic  a c c o u n tin g  c o n c e p ts  o f  th e  g o in g  concern  
«nd measured c o n s id e r a t io n  i n  a c co u n tin g  f o r  l i a b i l i t i e s *
At th e  b eg in n in g  o f  th e  term  o f  th e  n o te ,  th e  amount t o  be 
re c o g n iz e d  a s  th e  l i a b i l i t y  shou ld  be $990 ( th e  amount 
borrow ed)* T h is  amount i s  d e term ined  by th e  m easured con­
s id e r a t i o n  in  th e  t r a n s a c t io n  between borrow er and le n d e r .
The amount to  be reco g n ized  as  l i a b i l i t y  a t  any l a t e r  d a te  
sh o u ld  be #990 p lu s  th e  p o r t io n  o f  th e  $10 I n t e r e s t  ac cru ed  
to  t h a t  date*  To r e q u i r e  th e  r e c o g n i t io n  of a l i a b i l i t y  o f  
$1 ,0 0 0  a t  any tim e p r i o r  to  th e  m a tu r i ty  d a te  o f  th e  n o te  i s
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t o  adopt a l iq u i d a t i o n  a t t i t u d e  r a th e r  th an  t h a t  o f  a go ing
c o n e a rn .
In  view  o f  th e  w eaknesses i n  th e  custom ary tr e a tm e n t o f 
i n t e r e s t  i n  c a s e s  such  a s  th e  one d e s c r ib e d  above , th e  follow** 
in g  reco ssaen d a tien s  a r e  o ffe re d *  She amount to  b® re co rd ed  
a s  th e  l i a b i l i t y  a t  th e  tim e th e  n o te  I s  d isc o u n te d  sh o u ld  
be th e  n e t  p ro cee d s  r e c e iv e d .  Ho amount sh o u ld  be reco rd ed  
a s  p re p a id  i n t e r e s t *  The d i f f e r e n c e  between th e  amount 
re c e iv e d  and th e  t o t a l  t o  be p a id  a t  th e  m a tu r i ty  d a te  
r e p r e s e n ts  th e  i n t e r e s t  ch a rg e  f o r  th e  us® o f  th e  n e t  p roceeds 
d u r in g  th e  te rm  o f  th e  no te*  T h is amount shou ld  be acc ru ed  
d u r in g  th e  te rm  o f  th e  n o te  so t h a t  a t  m a tu r i ty  d a te ,  j u s t  
b e fo re  th e  n o te  i s  p a id ,  th e  sum o f th e  amount borrowed (n e t 
p ro cee d s  i n i t i a l l y  re c o rd e d )  p lu s  th e  i n t e r e s t  accru ed  th e r -  
on w i l l  co rresp o n d  w ith  th e  amount to  be  p a id  a t  th a t  tim e 
ac c o rd in g  t o  th e  c o n tra c t*  I n  p re p a r in g  s ta te m e n ts  a t  any 
in te rm e d ia te  tim e , th e  amount to  be shown a s  l i a b i l i t y  on 
th e  b a la n c e -s h e e t i s  n o t th e  amount t o  be p a id  a t  m a tu r i ty  
b u t r a t h e r  th e  amount i n i t i a l l y  borrowed p lu s  i n t e r e s t  
th e re o n  aoorued to -d a te *
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THE KATCRiS 0 W ORGANIZATION COSTS
No new b u s in e s s  e n t e r p r i s e  i s  a b le  to  b eg in  o p e ra t io n s  
in s ta n ta n e o u s ly  on a  norm al o p e ra t in g  b a s is*  A p re lim in a ry  
p e r io d  i s  a lw ays n e c e s s a ry . For some e n te r p r i s e s  t h i s  
p re l im in a ry  p e r io d  i s  b r i e f ;  f o r  o th e rs  I t  may be long  and 
e o s tly *  I n  any oase* a  v a r i e ty  o f  c o s ts  may be in c u r re d  
d u r in g  th e  p r e p a r a to ry  p e rio d *  E x p en d itu re s  a re  made f o r  
th e  a c q u i s i t io n  o f  th e  t a n g ib le  f a c i l i t i e s  which w i l l  be 
employed i n  th e  a c t i v i t i e s  o f  th e  e n te rp r is e *  B u ild in g s , 
m ach in e ry , f u r n i t u r e  and f i x t u r e s  may be re q u ire d *  Ex­
p e n d i tu re s  may a ls o  be made f o r  th e  a c q u is i t io n  o f  f a c i l i t i e s  
o f  a more in ta n g ib le  n a tu re  b u t whleh a re  n e c e ssa ry  f o r  th e  
l i f e  o f  th e  e n te rp r is e *  P a te n ts ,  c o p y r ig h ts ,  trad e m ark s , and 
le a s e h o ld s  may be acqu ired*  I n  a d d i t io n  to  th e  e x p e n d itu re s  
w hich a re  e l e a r ly  a s s ig n a b le  to  s p e c i f i c  ta n g ib le  and in ­
ta n g ib le  a c q u i s i t i o n s ,  o th e r  e x p e n d itu re s  a re  u s u a lly  n eces­
s a ry  d u r in g  th e  p re l im in a ry  p e r io d .  A lthough th e  l a t t e r  
e x p e n d itu re s  may n o t be d e f i n i t e l y  a s s ig n a b le  to  any s p e c i f i c  
p r o p e r t i e s  a c q u ire d  by th e  e n t e r p r i s e ,  th e y  n e v e r th e le s s  
r e p r e s e n t  n e c e ss a ry  o o s ts  o f  g e t t in g  the e n te r p r is e  re ad y  
to  c a r r y  on i t s  r e g u la r  o p e ra t io n s .  In  many cases such ex­
p e n d i tu re s  a re  q u ite  v a r ie d  and a re  o f te n  o f  s u b s t a n t i a l  
amount* ^hc p ro m o ters  o f  th e  e n te r p r i s e  expect to  re c e iv e  
com pensation  fo r  t h e i r  s e r v ic e s  as  w e ll  as reim bursem ent f o r
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e x p e n d itu re s  fcftay &ave iaa&a i n  b e h a lf  o f  th e  e n te rp r is e *  
L e g a l, e n g in e e r in g , and acco u n tin g  s e rv ic e s  a re  o f te n  r e -  
p a ired *  In  th e  ca se  o f  th e  c o rp o ra te  form o f  o rg a n iz a tio n *  
In c o rp o ra t io n  fees*  p ro s p e c tu s  c o s t s ,  and p r in t in g  and 
en g rav in g  c o s ts  w i l l  be In c u r re d . U nderw riters*  c o m is s io n s  
and o th e r  c o s ts  o f  s e c u r in g  c a p i t a l  must be p a id . 1 I t  i s  
t o  e x p e n d itu re s  such a s  th e s e  t h a t  th e  term  " o rg a n iz a tio n  
c o s ts "  commonly r e f e r s . ^
TEE TRADITIONAL ACCOUNTING TREATMENT OF ORGANIZATION COSTS
"The t r a d i t i o n a l  a t t i t u d e  o f  a c c o u n ta n ts  tow ard 
o rg a n iz a t io n  ex p en ses i s  t h a t  th e y  a re  a sh e e r  
lo s s*  and t h a t  th e re  i s  no th e o r e t i c a l  j u s t i f i c a t i o n  
f p r  any tre a tm e n t o th e r  th a n  w r i t in g  them o f f  as 
soon as  p o s s ib le *  However* s in c e  such  a t r e a t*  
ment would c r e a te  a d e f i c i t  b e fo re  th e  company 
began o p e r a t io n s ,  a c c o u n ta n ts  have sa n c tio n e d  
c a r ry in g  o r g a n is a t io n  expenses as a d e fe r r e d  charge 
to  be w r i t t e n  o f f  to  Named S u rp lu s  ^ d u rin g  th e  
e a r ly  y e a r s  o f  th e  company* b  life ."* *
The above q u o ta tio n  from th e  moat r e c e n t  e d i t io n  o f  one 
o f  th e  m ost p o p u la r  te x tb o o k s  i n  th e  f i e l d  o f  acco u n tin g
*The v a r i e t y  o f  such c o s ts  i s  su g g ested  i n  th e  fo llo w ­
ing statement by B u r tc h e t t : "The f e a s t  and o rg ie s  o f  c o u r t
l i f e  i n  th e  R id d le  Ages cou ld  be p u t to  shame by com parison 
with the e n te r ta in m e n t used in  some prom otions* H o te l 
su ite s , d in n e r s ,  b a n q u e ts , y ach t p a r t i e s ,  drunken b o u ts  and 
lewd p r a c t i c e s  a l l  a re  combined f o r  th e  one purpose o f 
sed u c in g  th e  p ro p e r  a g e n c ie s  to  accom plish  the ends in  view* 
Why su ch  p r a c t i c e s  a re  t o l e r a t e d  and even looked upon w ith  
co n d o n a tio n , seems d i f f i c u l t  to  comprehend in  a s t a t e  o f  
su p p o sed ly  advanced c i v i l i z a t i o n  such as that o f  which we 
b o a s t . "  F loyd F # B u r tc h e t t ,  C o rp o ra tio n  Finance, (New Tork: 
H arp er & B ro th e rs  P u b l is h e r s ,  1 9 3 4 ), P* 3/9*
2The te rm  " o rg a n iz a t io n  expenses" I s  o f te n  used to d ay  
In  th e  same se n se  In  which " o rg a n iz a tio n  c o s ts "  i s  used in  
t h i s  d isc u ss io n *  The use o f  th e  form er term  f o r  id e n t i f y in g  
e s p e n d itu re s  which shou ld  ap p ear i n  th e  re c o rd s  as  a s s e t s ,  
n o t a s  ex p en se , i s  confusing*
3F inney  and M i l le r ,  o p . q l t . , p . 509.
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s t a t e s  v e ry  d e a r l y  th e  c u r r e n t  a t t i t u d e  o f many a c c o u n ta n ts  
tow ard  o rg a n is a t io n  cost®* O ther a u th o r i t i e s ^  have ex p ressed  
th e  same th o u g h ts  w ith  h u t s l i g h t  v a r ia t io n s  *
In  a d d i t io n  to  n o tin g  th e  t r a d i t i o n a l  a t t i t u d e  o f  
a c c o u n ta n ts  tow ard  o rg a n iz a t io n  c o s ts  i n  g e n e ra l ,  I t  may 
he w e ll  a t  t h i s  p o in t  to  c o n s id e r  th e  custom ary  acco u n tin g  
tre a tm e n t o f  th r e e  s p e c i f i c  item s to  which ex c ep tio n  w i l l  
l a t e r  be taken*
I t  I s  common p r a c t i c e  in  c o rp o ra tio n  acco u n tin g  to d ay  to  
deduc t a l l  expenses in c u r re d  l a  th e  is s u a n c e  o f  c a p i t a l  s to c k  
fro®  th e  t o t a l  p ro ceed s  re c e iv e d  from  th e  s u b s c r ib e r  and th e n  
to  r e c o rd  th e  n e t  p ro ceed s  rem ain ing  as th e  in v estm en t made 
by th e  s to c k h o ld e r*  In  some in s ta n c e s  th e  o f f s e t t i n g  ta k e s  
p la c e  a t  th e  tim e  th e  s to c k  i s  issued*  In  o th e r  in s ta n c e s  
th e  same e f f e c t  i s  o b ta in e d  by w r i t in g  o f f  such  expenses
^ " I t  i s  an  u n d e s ira b le  Item  on any b a lan ce  sh e e t * • * *
I t s  w r i t e - o f f  sh o u ld  th e r e f o r e  be accom plished  as r a p id ly  as 
n e t  p r o f i t s  w i l l  p e rm it , u s u a lly  o v er a maximum o f ,  say ,
3 y e a r s ."  Boy B* K e s te r , oj>. c i t * * p# 371*
" In  g e n e ra l  a c c o u n ta n ts  have been r e lu c ta n t  to  adm it 
’o rg a n iz a t io n  ex p en ses’ to  th e  fam ily  o f r e s p e c ta b le  a s s e ts *  
I t  i s  u s u a l ly  ag re e d , how ever, t h a t  i t  i® p ro p e r  to  handle 
t h i s  c l a s s  o f  ex p e n d itu re  a s  a d e fe r re d  charge  s u b je c t  to  
e a r ly  a m o r tiz a t io n * " W„ A. P a to n , E d ito r ,  A cco u n tan ts’ 
Handbook (T h ird  E d i t io n ,  New York* The Konald K ress Company,
1 9 4 9 )I P* 128*
"The b e s t  p r a c t i c e  i s  to  charge o f f  such e x p e n d itu re s  
w ith in  a r e l a t i v e l y  s h o r t  p e r io d * * Hobart H* Montgomery, 
E d i to r ,  F inanci a l  handbook (Second Adit io n , New fo rk s  The 
Ronald i^ress Company, 1 9 3 3 ), P* 109*
" In  a c tu a l  p r a c t i c e  b o th  ac co u n tan ts  and b u s in e ss  men 
a re  g la d  to  g e t  such d o u b tfu l  item® o u t o f  t h e i r  b a lan ce  
s h e e ts  and u s u a l ly  w r i te  them o f f  as r a p id ly  as th e  amount 
o f e a rn in g s  o r  s u rp lu s  w i l l  p e rm it . n Kenneth Mac N ea l, T ru th  
In  Ac co u n tin g  (P h ila d e lp h ia :  U n iv e rs ity  o f  P en n sy lv an ia
P r e s s , 1 939 ), P* 238*
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a g a in s t  p a id - in  s u r p lu s .^
A somewhat s im i la r  p r a c t i c e  e x i s t s  in  th e  tre a tm e n t o f  
i s s u a n c e  expenses f o r  bonds is s u e d  by a c o rp o ra tio n * ^  The 
to ta l o f  th e  proceeds r e c e iv e d  from th e  bond s u b s c r ib e rs  i s  
red u ced  by th e  amount o f  i s s u e  c o s ts  such as l e g a l  fe e s  and 
p r i n t i n g  co s ts*  The d i f f e r e n c e  betw een th e  amount o f  n e t  
proceeds th u s  o b ta in e d  and th e  m a tu r i ty  v a lu e  o f  th e  bonds 
issued i s  r e c o rd e d  a s  premium o r  d is c o u n t on th e  bonds* In  
so doing, bond is s u e  c o a ts  w i l l  n o t ap p ear as  such i n  th e  
records and statements o f  th e  c o rp o ra tio n  b u t w i l l  be r e ­
flected  Indirectly i n  th e  premium o r  d is c o u n t shown f o r  th e  
bead issue*
A third common p r a c t i c e  o f  a c c o u n ta n ts  w ith  re g a rd  to  
organisation c o s ts  is  to r e f u s e  to  reco g n ize  any a d d i t io n s  
to organization c o s ts  once th e  o p e ra t io n s  o f  th e  e n te r p r i s e  
have begun and p r o f i t s  a re  s u f f i c i e n t  to  ab so rb  such ex­
penditures* In ac co rd an c e  w ith  t h i s  p r a c t i c e ,  any f in a n c in g
^ S e l l i n g  expenses and com m issions on i s s u e s  o f  c a p i t a l  
s h a re s  s a y  be charged  a g a in s t  p a id - in  su rp lu s  c re a te d  from  
th e  p ro ceed s  o f  th e  i s s u e ,  a g a in s t  p a id - in  s u rp lu s  c re a te d  
from  p ro cee d s  o f  i s s u e s  o r  s h a re s  no lo n g e r  o u ts ta n d in g , o r  
against ea rn ed  su rp lu s*  These s e l l i n g  expenses and com m issions 
w& y  in c lu d e  com m issions to  s e l l i n g  a g e n ts ;  commissions o r  
d is c o u n ts  allow ed to  u n d e rw r i te r s ;  a t to rn e y s '*  e n g in e e r s ', o r  
a c c o u n ta n ts ' f e e s ;  p r in t i n g  c o s t s ;  3*JS«C, f i l i n g  f e e s ;  and 
o th e r  expenses c l e a r ly  and d i r e c t l y  a t t r i b u t a b l e  to  r e a l i z a ­
t i o n  o f  p ro c e e d s  o f  th e  s h a re s  issu ed * "  P o b srt B# Montgomery, 
Norman J .  L s n h a r t ,  A lv in  3 . Ja n n in g 3 , M ontgom ery's A ud iting  
(S even th  E d i t io n ,  Hew York; The Honaid P re s s  ' (iompahy," 'i'949) ,
P* 391.
6 " I t  I s  common p r a c t i c e  to  lump a c tu a l  d isc o u n t w ith  th e  
l e g a l  f e e s ,  p r in t i n g  c o s t s ,  u n d e rw ritin g  com m issions, and 
o th e r  ch a rg e s  a s s o c ia te d  w ith  th e  is s u in g  o f  bonds, bu t t h i s  
i s  n o t  good accounting**  W# a* P a to n , Advanced A ccounting 
(Hew York: The M acm illan Company, 1947), p# 612.
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c o s ts  r e l a t i n g  to  a d d i t io n a l  s to c k  is s u a n c e s  and any o th e r  
c o s t s  r e l a t i n g  to  an ex p an sio n  program  w hich cannot be c l e a r ly  
i d e n t i f i e d  w ith  s p e c i f i c  p r o p e r t i e s  would be w r i t t e n  o f f  
im m ed ia te ly  r a t h e r  th an  c a p i t a l i z e d  i n  an  a s s e t  acco u n t.
I t  i s  o f  i n t e r e s t  t o  n o te  t h a t  i n  th o se  ca se s  where 
o r g a n is a t io n  c o s t s  h a re  been ad m itte d  to  th e  a c co u n ts  and 
a re  to  be p re s e n te d  in  th e  b a la n c e - s h e e ty a c c o u n ta n ts  a re  
not i n  com plete  acco rd  a s  to  th e  s e c t io n  o f  th e  b h lan cc- 
sh e e t  in  w hich th e y  sh o u ld  appear* Of fo u r te e n  le a d in g  
n i t e r s  surveyed i n  t h i s  s tu d y !  e ig h t  p r e f e r r e d  th e  d e fe r re d  
charges c l a s s i f i c a t i o n !  fo u r  p r e f e r r e d  th e  In ta n g ib le  a s s e t  
c la s s i f ic a t io n !  one p r e f e r r e d  t o  c l a s s i f y  o rg a n iz a t io n  c o s ts  
a s o th e r  a s s e t s , and one w ould show o rg a n iz a t io n  c o s ts  
se p a r a te ly  on th e  s ta te m e n t, im m edia te ly  fo llo w in g  th e  
ta n g ib le  a s s e ts *  A lthough t h i s  s u r re y  was by no means ex­
h a u s tiv e , i t  i s  p e rh ap s  s a fe  t o  s t a t e  th a t  where o rg a n iz a tio n  
c o s t s  a re  p re s e n te d  on th e  b a la n c e - s h e e t ,  many ac co u n ta n ts  
(p e rh ap s  th e  m a jo r i ty )  would c l a s s i f y  them in  th e  d e fe r re d  
charges s e c t i o n .  When so p r e s e n te d ,  th e re  i s  u s u a l ly  no 
e f f o r t  to  i d e n t i f y  th e  in d iv id u a l  c o s ts  w hich make up th e  
t o t a l  shown a s  o rg a n iz a t io n  c o s t s .
CRITICISM Of THE TRADITIONAL ACCOUNTING FOR ORGANIZATION COSTS
The t r a d i t i o n a l  ac co u n tin g  tr e a tm e n t o f  o rg a n iz a tio n  
c o s ts  i s  s u b je c t  to  c r i t i c i s m  in  s e v e ra l  r e s p e c ts .  The m ost 
o b v io u s i s  th e  u n reaso n ab ly  s k e p t ic a l  a t t i t u d e  tak en  by 
a c c o u n ta n ts  tow ard  th e s e  e x p e n d itu re s . T h is s k e p t ic a l  
a t t i t u d e  i s  due i n  la rg e  m easure to  th e  im p o s s ib i l i ty  o f
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id e n t i f y in g  tile  g e n e ra l  o rg a n is a t io n  e x p e n d itu re s  w ith  s p e c i f ic  
ta n g ib le  p ro p e r t ie s *  A ccoun tan ts do n o t h e s i t a t e  to  re c o rd  
an e x p e n d itu re  f o r  m ach inery  as an  a s s e t ,  a c o s t to  be sp rea d  
a s  expense o v e r fu tu re  p e r io d s  which w i l l  r e c e iv e  b e n e f i t  
from  th e  m achinery* L ik ew ise , th e y  do n o t h e s i t a t e  to  reco rd  
th e  c o s t  o f  la b o r  employed i n  i n s t a l l i n g  t h a t  m achinery as 
an  a d d i t io n  to  th e  a s s e t ,  a l s o  to  be sp read  o v er th e  p e r io d s  
b e n e f i te d  by th e  m achinery* The l a t t e r  c o s ts  a re  c l e a r ly  
n e c e s s a ry  i n  g e t t in g  th e  m achinery  i n  p o s i t io n  to  re n d e r  
b e n e f its  and th e y  can  e a s i l y  be I d e n t i f i e d  w ith  th e  machinery* 
However, th e se  same a c c o u n ta n ts  lo o k  w ith  s u s p ic io n  upon 
exp en d itu res w hich a r e  made to  c r e a te  th e  o rg a n iz a t io n  which 
la t e r  esq u ired  th e  m achinery* Are n o t th e s e  e x p e n d itu re s  j u s t  
a s n e c e s s a ry  fo r  c a r ry in g  on a o t l l r i t l e s  i n  f u tu r e  p e r io d s  a s  
th e  exp en d itu res w hich a r e  d i r e c t l y  t r a c e a b le  to  ta n g ib le  
p ro p ertie s? ?  I f  an  a tte m p t w ere made to  a r r a y  c o s ts  in  th e  
o rd e r  o f  t h e i r  Im p o rtan ce , would i t  n o t be re a so n a b le  to  
rank th e  o rg a n iz a t io n  c o s ts  above th o se  r e l a t e d  d i r e c t l y  to  
th e  m achinery? W ithout them th e  e n t i t y  which a c q u ire d  th e  
m ach inery  would n o t be In  e x is te n c e  and i t  i s  th e  e n t i t y  f o r  
w hich th e  e n t i r e  ac co u n tin g  p ro c e s s  i s  d e s i g n e d
? nAs In c u r re d , a l l  c la s s e s  o f  c o s ts  a re  on an equal f o o t ­
in g ,  w ith o u t reg a rd  to  th e  ea se  w ith  which th e y  may be ass ig n ed  
to  s p e c i f i c  t a n g ib le  o b je o te ,  a lth o u g h  th e y  v ary  s h a rp ly  w ith  
r e s p e c t  to  th e  r a t e  a t  which th e y  may be absorbed  in  ch a rg es  
t o  rev en u e **1 W. A. P a to n  and A, C* L i t t l e t o n ,  o£. c i t *» p* 33#
3 "W ith th e  e n t i t y  oonoept a s  a b a s i s ,  th e r e  i s  no d i f f i ­
c u l ty  iu  a c c e p tin g  th e  p ro p o s i t io n  th a t  a l l  c o s ts  le g i t im a te ly  
in c u rre d  by th e  e n te r p r i s e  a re  p ro p e r ly  in c lu d e d , in  th e  f i r s t  
in s ta n c e ,  i n  th e  t o t a l  o f  a s s e t s .  Thus o rg a n iz a tio n  expendi­
tu r e s ,  c o s ts  o f  r a i s in g  c a p i t a l ,  and r e la te d  charges a re  e le ­
m ents o f  e n te r p r i s e  a s s e t s  and c a p i t a l . 1* I b id * , p* 9 ,
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The s k e p t i c a l  a t t i t u d e  o f  ac co u n ta n ts  tow ard o rg a n iz a t io n  
c o s t s  i s  d u e , i n  p a r t ,  to  th e  f a c t  th a t  o rg a n iz a t io n  c o s ts  do 
n o t u s u a l ly  p o s s e s s  any r e a l i z a b le  v a l u e d  But such  an 
a t t i t u d e  i s  i n  c o n f l i c t  w ith  th e  g o in g  concern  concept which 
p ro v id e s  t h a t  th e  a c co u n ta n t sh o u ld  view a s s e t s  n o t from th e  
s ta n d p o in t  o f  how much cash  can be r e a l iz e d  immediately* from 
t h e i r  s a l e  b u t r a th e r  from  th e  s ta n d p o in t  th a t  th o se  a s s e ts  
m easure th e  e f f o r t  which h as  been d e d ic a te d  by th e  e n te r p r is e  
tow ard  th e  p ro d u c tio n  o f  f u tu re  revenue* I t  i s  o n ly  from  t h i s  
s ta n d p o in t  t h a t  th e  a c c o u n ta n t can j u s t i f y  c a p i ta l i z in g  th e  
c o s t  o f  i n s t a l l i n g  m achinery* Such i n s t a l l a t i o n  c o s ta  do n o t 
in c re a s e  th e  l i q u i d a t i o n  v a lu e  o f  th e  m ach inery j more th an  
l i k e l y  th e y  te n d  to  d ec re a se  th e  r e a l i z a b le  v a lu e  by maiding 
th e  m ach inery  l e s s  m obile* iSven s o 9 th e y  a r e  c u s to m a rily  
re c o rd e d  a s  c a p i t a l  e x p e n d itu re s  f o r  th ey  r e p re s e n t  e f f o r t s  
d e d ic a te d  to  th e  p ro d u c tio n  o f  f u tu r e  revenue th ro u g h  th e  use 
o f  th e  machine* I f  th e r e  i s  re a s o n a b le  e x p e c ta tio n  t h a t  such 
rev en u e  w i l l  be fo rthcom ing  th e y  shou ld  b e  p r e s e n t ly  c a p i t a l ­
iz e d  i n  an  a s s e t  acco u n t and th e n  matched a g a in s t  th o se  
rev en u es  a s  th e y  m a te r ia l iz e  i n  th e  fu tu re *  C o nsistency  and 
lo g ic  would r e q u ir e  t h a t  th e  same a t t i t u d e  be tak en  tow ard 
a l l  e x p e n d itu re s  made by th e  e n t e r p r i s e ,  even though no v a lu e
9*0n th e  o th e r  hand , u n le s s  th e  expenses o f  o rg a n iz a t io n  
a re  w r i t t e n  o f f  d u r in g  a c e r t a i n  number o f  p e r io d s ,  the  b a lan ce  
s h e e t  w i l l  f o re v e r  c o n ta in  an a s s e t  which has no s a la b le  
v a lu e  and w hich does n o t in  any way tend  tow ards th e  p ro p e r  
p r e s e n ta t io n  o f  th e  f in a n c ia l  s ta tu s * *  P eu l-Jo sep h  iSsquerre, 
The A pplied  Theory o f  A ccounts (New Yorks The Eonald P re s s  
Company, 1 9 1 4 ), pV 5X7#
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im m edia te ly  r e a l i z a b le  i n  ca sh  r e s u l t s  from th e  e x p e n d itu re ® .10 
To lo o k  w ith  d is f a v o r  upon o rg a n is a t io n  c o s ts  sim ply  because  
th e y  do n o t r e p r e s e n t  any r e a l i s a b l e  v a lu e  i s  to  ad o p t a l iq u id a  
t i o n  v ie w p o in t and to  abandon th e  g o in g  concern  concep t w hich 
i s  b a s ic  i n  accounting today*
The p r e s e n t  s k e p t ic a l  a t t i t u d e  o f  a c c o u n ta n ts  tow ard  
o r g a n iz a t io n  c o s ts  may be p a r t i a l l y  due t o  th e  f a c t  th a t  such 
C o sts  have been s u b je c t  to  o v e rs ta te m e n t and abuse by un-
f
sc ru p u lo u s  promoters i n  th e  p a s t*  In  r e c e n t  y e a rs  th e re  has 
been a  sh a rp  d e c l in e  i n  such  p r a c t i c e s ,  l a r g e ly  a s  a r e s u l t  
of r e g u la to ry  law s and agencies*  I t  I s  im proper to  impugn 
the class o f e x p e n d itu re s  as a whole sim ply  because a few a re  
of doubtful v a l id i ty *  T h is  i s  n o t t o  sa y  t h a t  a l l  e x p e n d itu re s  
made d a r in g  the p e r io d  o f  o rg a n iz a t io n  can  s a f e ly  be c a p i ta l iz e d  
without any q u e s t io n in g . 11  L osses may o ccu r d u rin g  th e  p e rio d  
of organization a s  w e ll  a s  a t  any l a t e r  t im e *12  A ll expendi­
t u r e s ,  in c lu d in g  o rg a n iz a t io n  c o s t s ,  shou ld  be judged on t h e i r
10”Xt m ust be kept i n  m ind, how ever, th a t  n e i th e r  la c k  o f 
sp ecific  a s s i g n a b i l i t y  n o r  l e g a l  a v a i l a b i l i t y  f o r  pay ing  d e b ts  
warrants th e  c o n c lu s io n  th a t  th e  c o s ts  in  q u e s tio n  r e p re s e n t  
b a la n c e -s h e e t  item s o f  d o u b tfu l p r o p r i e t y * P a t o n  and L i t t l e to n  
op. c i t • ,  p* 3 2 .
H K e s te r  i s  r a th e r  r a s h  when he sa y s : " I t  i s  s u f f i c i e n t
to  say  h e re  t h a t  upon t h e i r  In c u rre n c e  o rg a n iz a tio n  expenses 
c o n s t i t u t e  c a p i t a l  e x p e n d itu re s , f o r  no revenues a r e  a v a i l ­
a b le  to  ab so rb  th em .” K e s te r , 0£# o l t *. p . 2 1 , T his s t a t e ­
m ent seems to  sa y , i n  e f f e c t ,  th a t  a l l  ex p e n d itu re s  made 
when no rev en u es a r e  a v a i la b le  to  abso rb  them a re  a u to m a tic a lly  
t o  be co n s id e red  a s  a s s e ts *  (On page 19 o f  the same book 
K e s te r  d e s c r ib e s  c a p i t a l  e x p e n d itu re s  a s  th o se  which r e s u l t  
i n  charges to  some a s s e t  a c c o u n ts .)
12The com plete c o n s id e ra t io n  o f  lo s s e s  i s  d e fe r re d  u n t i l  
a l a t e r  c h a p te r  in  t h i s  study*
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m e r i t s  and  i n  the l i g h t  o f  e x i s t in g  co n d itio n s*  P ro fe s s o r  
P a to n  has su g g e s te d  th e  fo llo w in g  t e s t  f o r  d e te rm in in g  th e  
p r o p r ie ty  o f c a p i t a l i z i n g  o r g a n is a t io n  e x p e n d itu re s ;  "Does 
th e  c o s t  i n  q u e s t io n  r e p r e s e n t  th e  p r io e  o f  a commodity* 
s e r v ic e ,  o r  c o n d i tio n  n e c e s s a ry  to  th e  i n i t i a t i o n  o f  th e  
e n te r p r is e *  and was th e  p r i c e  p a id  a le g i t im a te  one under a l l  
the c i r c u m s t a n c e s ? " ^  A ffirm a tiv e  answ ers to  b o th  p a r t s  o f  
th e  q u e s t io n  a re  r e q u ir e d  to  j u s t i f y  c a p i ta l iz a t io n *
The t r a d i t i o n a l  a c co u n tin g  tre a tm e n t o f  o rg a n iz a t io n  
c o s t s  shows a com plete  d is r e g a rd  f o r  th e  concep t o f  m atching 
c o s t  and re v e n u e . The g e n e ra l  a t t i t u d e  seems to  be to  g e t 
th e  e x p e n d itu re s  w r i t t e n  o f f  th e  boohs as soon a s  p o s s ib le ,  
e i t h e r  im m ed ia te ly  o r  a t  l e a s t  over th e  f i r s t  th re e  to  f iv e  
y e a r s  o f  l i f e  o f  th e  b u s in e s s ,  Prom the s ta n d p o in t  o f  good 
a c co u n tin g  th eo ry *  an im m ediate lump-sum w r i t e - o f f  o f  an 
a s s e t  i s  tan tam o u n t to  sa y in g  t h a t  f u tu r e  p e r io d s  w i l l  re c e iv e  
no b e n e f i t  from  t h a t  p a r t i c u l a r  a s se t*  Likew ise* i f  an a s s e t  
i s  b e in g  am o rtized  o v e r a th r e e  o r  f iv e  y ea r  p e r io d  th e  im­
p l i c a t i o n  i s  t h a t  th e re  i s  good ev idence th a t  th o se  y e a rs  a re  
th e  ones which w i l l  r e c e iv e  th e  m ajor b e n e f i t  from th e  a s s e t .  
In  th e  f i r s t  case* s in c e  no fu tu r e  revenues a t t r i b u t a b l e  to  
th e  a s s e t  a r e  a n t ic ip a te d *  th e  im m ediate rem oval o f th e  
amount from  th e  suspense  ca te g o ry  ( a s s e t )  i s  j u s t i f i e d .  In  
th e  second case*  th e  p e r io d ic  a m o rtiz a tio n  a f fo rd s  a p ro p e r  
m atch ing  o f  c o s ts  and rev en u e s . However* t h i s  does n o t seem 
to  be th e  rea so n in g  fo llow ed  by th o se  who advocate th e  e a r ly
13jpaton, A ccounting T heory , p , 336,
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w r i t e - o f f  o f  o rg a n iz a t io n  c o s ts*  I t  would t o  ab su rd  to  m ain- 
t a l a  t h a t  th e  e n t e r p r i s e  w i l l  d e r iv e  00  b e n e f i t  w hatsoever in  
f u tu r e  p e r io d s  aa a r e s u l t  o f  th e  o rg a n iz a t io n  ex p en d itu res*  
Were I t  n o t f o r  th e s e  expenditures* th e  f u tu r e  p e r io d s ,  a s  f a r  
a s  th e  e n t e r p r i s e  i s  co n cern ed , cou ld  n ev er come to  pass* I t  
w ould b« e q u a l ly  ab su rd  t o  m a in ta in  th a t  th e  f i r s t  few y ea rs  
o f  l i f e  o f  th e  e n t e r p r i s e  r e c e iv e  more b e n e f i t  from  th e  
o r g a n iz a t io n  c o s ts  th a n  th e  rem a in in g  years*
I t  i s  p ro b a b ly  t r u e  t h a t  th o se  who advocate  th e  e a r ly  
w r i t e - o f f  o f  o r g a n is a t io n  c o s ts  do n o t r e a l l y  a t te m p t to  
m a in ta in  e i t h e r  o f  th e  p o s i t io n s  s ta te d  above* in s te a d ,  
when p re s s e d  f o r  an  e x p la n a t io n , th e y  must adm it t h a t  i n  
a d v o c a tin g  th e  e a r l y  w r i t e - o f f  o f  o r g a n is a t io n  c o s ts  th e y  
a re  r e a l l y  abandoning  th e  co n cep t o f  m atching c o s t  and 
revenue  * I n  i t s  p la c e  th e y  a r e  s u b s t i t u t i n g  a p r a c t i c e  o f  
a r b i t r a r i l y  w r i t in g  o f f  o u s ts  a s  r a p id ly  as p o s s ib le  w ith o u t 
c r e a t in g  any d e f i c i t  f o r  th e  e n te r p r is e *  th e n  asked  to  
j u s t i f y  t h i s  p ro c e d u re , "co n se rv a tism "  would p ro b ab ly  be 
r a i s e d  a s  one d e fe n se — th e  a s s e t  I s  in ta n g ib le ,  o f  use o n ly  
to  a g o in g  co n c ern , w i th  no r e a l i z a b l e  v a lu e  in  th e  ev en t o f  
l iq u id a t io n *  B u t, as soon a s  t h i s  argument i s  advanced , th o s e  
who advance i t  must th en  p le a d  g u i l t y  to  th e  v io la t io n  o f  
two o th e r  b a s ic  concep ts*  They have abandoned th e  go ing  
co n cern  co n cep t in  t h i s  a re a  o f  t h e i r  ac co u n tin g , and s in c e  
th e y  have n o t  abandoned i t  i n  a l l  a r e a s  th e y  a re  im m ediately  
g u i l t y  o f  v io la t in g  th e  co n cep t o f  co n s is ten cy *  I f  c o s ts  
r e l a t i n g  to  in ta n g ib le s  a re  to  be  w r i t te n  down to  r e a l i z a b le  
v a lu e s ,  c o n s is te n c y  would d i c t a t e  s im i la r  tre a tm e n t o f  th e
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o o s ts  r e l a t i n g  to  ta n g ib le  a s s e t s  such as m achinery* Such 
tre a tm e n t i s  n o t recommended even by th o se  who recommend th e  
e a r l y  w r i t e - o f f  o f  o rg a n is a t io n  co s ts*
A d i f f e r e n t  e x p la n a tio n  w hich m ight be o f fe re d  fo r  th e  
a r b i t r a r y  w r i t e - o f f  o f  o r g a n is a t io n  c o s ts  in v o lv e s  th e  con- 
c e p t  o f  im m a te r ia lity *  In  some c a ses  th e  amount o f  the  
o r g a n iz a t io n  c o s ts  in c u r re d  i s  f a i r l y  sm all in  r e l a t i o n  to  
th e  t o t a l  a s s e t s  employed by th e  e n te rp r is e *  I t  may be 
a rgued  t h a t  l i t t l e  d i s t o r t i o n  w i l l  r e s u l t  from an a r b i t r a r y  
w r i t e - o f f  o f  such im m a te ria l am ounts, and t h a t  no one w i l l  be 
m is led  by t h e i r  absence from  th e  a s s e ts  shown on th e  balance** 
sh ee t*  In  such  o ases i t  may be more ex p e d ien t to  w r i te  o f f  
th e  c o s ts  a r b i t r a r i l y  r a th e r  th a n  to  c a rry  them i n d e f i n i t e l y  
o r  to  p u rsu e  a program  o f p e r io d ic  a m o rtiz a tio n  i f  th e  term  
o f  u s e fu ln e s s  i s  d e f i n i t e l y  known* T his argum ent seems to  
have much more j u s t i f i c a t i o n  th a n  th e  form er argum ent o f  
c o n s e rv a tis m , b u t i t  sh o u ld  be em phasized th a t  i t  i s  j u s t i f i ­
ab le  o n ly  when th e  am ounts a re  so sm all th a t  no one w i l l  be 
m is le d  by r e p o r t s  p re p a red  on t h i s  b a s is*
Sven I f  th e  a r b i t r a r y  w r i t e - o f f  o f  o rg a n iz a tio n  c o s ts  o f  
im m a te ria l amounts i s  j u s t i f i e d ,  th e  q u e s tio n  s t i l l  rem ains as 
to  what sh o u ld  be done in  th o se  o ases where th e  amounts a re  
m a te r i a l .  Ho s in g le  b r i e f  s ta te m e n t can answer t h i s  q u e s tio n  
ad eq u a te ly *  Bach ex p e n d itu re  shou ld  be co n s id e red  on i t s  m e r its  
and in  th e  l i g h t  o f  c o n d itio n s  e x i s t in g  a t  th e  t im e .1^ Some
14^o f a c i l i t a t e  t h i s  i t  would be w e ll to  re co rd  th e  v a r io u s  
ty p e s  o f  o rg a n iz a t io n  ex p e n d itu re s  s e p a ra te ly  r a th e r  than  to  
merge them a l l  i n  a s in g le  o rg a n iz a t io n  expense account as  i s  
commonly done today*
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e x p e n d itu re s  stay, a f t e r  c a r e f u l  a n a ly s i s ,  1)6 deemed to  be o f 
i n d e f i n i t e  u s e fu ln e s s . The c o s ts  o f  o b ta in in g  the  c h a r te r  
and s im i la r  c o s ts  i n  c r e a t in g  a c o rp o ra tio n  which a p p e a rs  to  
have an i n d e f i n i t e  l i f e  a r e  o f  t h i s  type® They may be compared
w ith  t h e  c o s t  o f  a  p lo t  o f  la n d  which i s  b e in g  used a© a
b u i ld in g  s i t e  w hich h as  i n d e f in i t e  u s e fu ln e s s  and w hich i s  
th e r e f o r e  n o t  s u b je c t  t o  d e p re c ia tio n *  In  some c a se s  th e  
u s e fu l  p e r io d  o f  o rg a n iz a t io n  c o s t s  may be l im ite d  because o f  
a l im i te d  u s e fu l  l i f e  o f  th e  e n t e r p r i s e  t o  which th e y  r e la te #  
The b u s in e s s  may be c r e a te d  w ith  th e  e x p e c ta tio n  o f b e in g  
co n tin u ed  f o r  o n ly  a l im i te d  tim e— u n t i l  c e r t a in  m in e ra l 
r e s o u rc e s  a r e  rem oved, f o r  th e  d u ra t io n  o f  a l im ite d  f r a n c h is e ,  
o r  u n t i l  some o th e r  p e r io d  h as  e lap sed  o r  some pu rp o se  f u l ­
f i l l e d *  I n  such  In s ta n c e s  th e  a m o rtiz a t io n  o f  g e n e ra l o rg a n i­
z a t io n  c o s ts  o v e r  th e  l im i te d  p e r io d  i s  n e c e s s a ry  in  o rd e r to  
a t t a i n  a p ro p e r  m atch ing  o f c o s ts  and re v en u e s .^ 5  In  some 
in s ta n c e s  th e r e  may be  in d ic a te d  th e  need f o r  th e  w r i t e - o f f  
o f  some g e n e ra l  o rg a n iz a t io n  c o s ts ,  i n  f u l l  o r  in  p a r t ,  w hich 
were o r i g i n a l l y  deezaed to  be o f u n lim ite d  u se fu ln e ss#  I f  th e  
e n t e r p r i s e  s u f f e r s  a m a te r ia l  and perm anent c o n tra c t io n  o f 
i t s  s c a le  o f  o p e r a t io n s ,  th e  w r i t e - o f f  o f  o rg a n iz a tio n  c o s ts  
com mensurate w ith  t h i s  re tren ch m en t i s  necessary*  I f  an e n te r ­
p r i s e  i s  o p e ra t in g  s e v e r a l  b ranches o r  d iv i s io n s ,  th e  g e n e ra l
1 5  " l a  I t a l y ,  where c o rp o ra te  l i f e  i s  l im ite d  to  50 y e a rs ,  
i t  I s  p re s c r ib e d  th a t  o rg a n iz a t io n  c o s ts  be p ro ra te d  o ver th e  
f u l l  l i f e  o f  th e  c o r p o r a t io n .” K e s te r , o£. c i £ . , p . 371.
In  some s t a t e s  in  th e  U nited  S ta te s  co rp o ra te  c h a r te r s  
a r e  g ra n te d  f o r  o n ly  a s p e c if ie d  te rm . However, because o f 
th e  ea se  o f  ren ew a l, t h i s  does n o t p la c e  any r e a l  l im i t a t i o n  
on th e  l i f e  o f  th e  c o rp o ra t io n s  o p e ra t in g  under such c h a r t e r s .
7&
o r g a n is a t io n  c o s ts  i d e n t i f i a b l e  w ith  a g iv en  b ran ch  o r  d iv is io n  
sh o u ld  be w r i t t e n  o f f  in  th e  ©vent o f  d isc o n tin u a n c e  o f th a t  
b ran ch  o r  d iv is io n *  P in a n c ia l  o o s ts  r e l a t i n g  to  a s p e c i f ic  
s e c u r i t y  i s s u e  sh o u ld  be w r i t t e n  o f f  in  th e  ©vent of r e t i r e ­
m ent o f  t h a t  s e c u r i ty  issu e*  f in a n c in g  c o s ts  r e l a t i n g  to  a 
s e c u r i t y  i s s u e  which ha® a d e f in i t e  l i f e  shou ld  be am o rtized  
p e r io d i c a l l y  o v e r th a t  l i f e t i m e .
I n  an  e a r l i e r  s e c t io n  o f  t h i s  s tu d y  m ention  was made o f 
th e  t r a d i t i o n a l  a c c o u n tin g  tre a tm e n t of th e  expense® in c u rre d  
i n  th e  is s u a n c e  o f  s to c k . The p ro ced u re  w ith  r e s p e c t  to  
th e s e  e x p e n d itu re s  i s  q u es tio n ab le*  The amount In v e s te d  in  
th e  e n t e r p r i s e  by i t s  s to c k h o ld e rs  i s  n o t d im in ish ed  by th e  
a p p lic a tio n ®  made by th e  e n te r p r is e  o f  th o s e  funds* I f  a 
c e r t a i n  s u b s c r ib e r  s u b s c r ib e s  to  100 sh a re s  of s to c k  a t  105 
and p ay s  t h a t  amount t o  th e  c o rp o ra t io n ,  th e reu p o n  r e c e iv in g  
h i s  s to c k , th e  amount w hich he in v e s te d  In  th e  o n tc rp rls©  i s  
$10,500* The f a c t  th a t  th e  c o rp o ra tio n  had to  pay #100 In  
en g rav in g  c o s t s ,  sa lesm an ’ s com m ission, and s im i la r  is su an c e  
c o s ts  d o es n o t mean th a t  th e  in v estm en t o f  th e  s u b s c r ib e r  
h as  been re d u ce d  to  t h a t  e x t e n t * ^  The amount c o n tr ib u te d  by 
th e  s u b s c r ib e r  sh o u ld  be re c o rd e d  as th e  in v e s te d  c a p i t a l  o f  
th e  e n te rp r is e *  The s to c k  is s u e  c o s ts  should  be reco g n ized
l6"T he amount in v e s te d  by th e  s to c k h o ld e r  i s  n o t d im in ished  
by th e  c o s t o f  s e r v ic e s  o f  any k in d  needed to  lau n ch  th e  
b u s i n e s s , * . .  The f a c t  th a t  some s e rv ic e  c o s ts  a re  more c lo s e ly  
a s s o c ia te d  w ith  t h e  in v estm en t p ro c e s s  th an  o th e r  charge© 
d o esn ’ t  re n d e r  such c o s ts  any l e s s  v a l id * ,* .  Only where unwise 
o r  u n fo r tu n a te  e x p e n d itu re s  have been made, d u rin g  a normal 
re a d y in g  p ro c e s s ,  i s  th e re  any j u s t i f i c a t i o n  f o r  ta k in g  th e  
p o s i t io n  t h a t  a p o r t io n  o f th e  t o t a l  in v e s te d  ha© been d i s s i ­
p a t e d .” P a to n  and P a to n , op.* o i t . „ p ,  469.
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a s  bona f id e  o r g a n is a t io n  expenditure©  and reco rd ed  a s  such*
A q u i te  s im i la r  c r i t i c i s m  can be  le v e le d  a g a in s t  th e  
custom ary  tre a tm e n t o f  bond is s u e  c o s ts*  Such c o s ts  sh o u ld  
be re c o rd e d  a s  o rg a n iz a t io n  o r  f in a n c in g  c o s t s  and id e n t i f i e d  
s e p a r a te ly  from any premium o r  d is c o u n t on th e  bond i s s u e  
a r i s i n g  because  o f  a d i f f e r e n c e  between th e  c o n tra c t  i n t e r e s t  
r a t e  and th e  p r e v a i l in g  m arke t i n t e r e s t  r a t e  f o r  such bonds*1? 
The f in a n c in g  c o s ts  sh o u ld  be re c o g n iz e d  as  v a l id  a s s e t s ,  
j u s t  a s  o th e r  o r g a n iz a t io n  c o s t s ,  and sh o u ld  be accorded  th e  
tr e a tm e n t  su g g e s ted  above fo r  auch o rg a n iz a t io n  c o s ts * 1®
The common p r a c t i c e  in  a c c o u n tin g  to d a y  o f  re fu s in g  to  
re c o g n iz e  any a d d i t io n s  to  o rg a n iz a t io n  c o s ts  once th e  e n te r ­
p r i s e  b eg in s  o p e ra t io n s  i s  a ls o  s u b je c t  t o  c r i t ic is m *  A f te r  
an  e n t e r p r i s e  h as  become f irm ly  e s ta b l i s h e d ,  e x p e n d itu re s  
s im i l a r  t o  th o s e  in c u rre d  In  th e  i n i t i a l  o rg a n iz a t io n  o f th e  
b u s in e s s  a r e  o f te n  in c u rred *  The e s ta b l i s h e d  b u s in e ss  may 
d e c id e  t o  open a new branch* The b u s in e ss  may d ec id e  to  
e n la rg e  and d i v e r s i f y  i t s  o p e ra t io n s  by  th e  a d d i t io n  o f  new 
p ro d u c ts  o r  l i n e s  f o r  which new p l a n t s ,  p e rso n n e l, and c a p i t a l
1 7 l t  m ust be a d m itte d  th a t  i n  some case® where bonds a r e  
is s u e d  th ro u g h  an in v es tm e n t b an k er, no sh arp  d i s t i n c t i o n  i s  
made betw een bond is s u e  c o s t s  and d isco u n t*  Such d i f f i c u l t y  
can be removed by fo llo w in g  th e  s u g g e s tio n  o f  b a to n s " I t  i s  
d e s i r a b le  #•• t h a t  a rran g em en ts  be made w ith  a l l  f in a n c in g  
a g e n ts  in  such a manner as to  make i t  e n t i r e ly  c le a r  a s  to  
w hat s e rv ic e s  a r e  t o  be re n d e re d  and what amount i s  to  be 
p a id  f o r  such s e r v ic e s .  P re fe ra b ly  th e  e n t i r e  amount o f  a l l  
fu n d s  in v e s te d  by th o se  a c tu a l ly  p ro v id in g  the  funds sh o u ld  
be tu r n e d  o v er to  th e  c o rp o ra tio n  and a l l  c o s ts  In c u rre d  
sh o u ld  be p a id  f o r  e x p l i c i t l y  from  th e  c o rp o ra te  t r e a s u r y ."  
I b i d . .  P- 471.
In co m p le te  d is c u s s io n  o f  th e  acco u n tin g  tre a tm e n t o f  bond 
d is c o u n t i s  d e fe r r e d  u n t i l  a l a t e r  c h a p te r  in  t h i s  study#
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&®y be r e q u i r e d ,  # u s t  a s  l a  th e  ca se  o f  th e  o r ig in a l  o rg a n i­
z a t io n ,  m ost o f  t b s  e x p e n d itu re s  f o r  such expansion  can be 
i d e n t i f i e d  w ith  s p e c i f i c  p r o p e r t ie s  a c q u ire d  and a re  a c co rd in g ­
l y  p r o p e r ly  c a p i t a l i s e d  i n  a s s e t  acco u n ts  i d e n t i f i e d  w ith  th o se  
p r o p e r t i e s .  I t  i s  p ro b a b le  t h a t  some v a l id  and n e c e ssa ry  
e x p e n d itu re s  w i l l  be made which can n o t be so i d e n t i f i e d  b u t 
which a r e  com parable t o  t h e  o rg a n iz a t io n  c o s ts  reco g n ized  a t  
th e  in c e p t io n  o f  th e  e n t e r p r i s e .  Should such e x p e n d itu re s  be 
w r i t t e n  o f f  im m ed ia te ly  sim ply  because no d e f i c i t  w i l l  r e s u l t  
from  so d o in g  because o f  p r e s e n t  p r o f i t s  o r  p r o f i t s  accum ulated  
from  p a s t  p e r io d s ?  To do so  would no doubt be c o n s is te n t  w ith  
th e  p r e v a i l in g  a t t i t u d e  o f  many a c c o u n ta n ts  tow ard  such 
e x p e n d itu re s  in c u rre d  a t  th e  tim e  o f  o r ig in a l  o r g a n iz a t io n ,  and 
th e  same e r i t l e i s m s  w hich have been s ta te d  above can be a p p lie d  
h e re  a s  w e l l .  T hese e x p e n d itu re s  sh o u ld , in s te a d ,  be c a p i t a l ­
iz e d  i n  a p p ro p r ia te  a s s e t  accoun ts  a t  th e  tim e th ey  a re  
in c u r re d  and shou ld  th e n  be s u b je c te d  t o  p e r io d ic  a m o r tiz a t io n , 
lump-sum w r i te  o f f ,  o r  c a r r ie d  I n d e f in i t e ly  i n  accordance 
w ith  th e  p ro ced u re  recommended above f o r  o r ig in a l  o rg a n iz a t io n  
c o s ts .
The p r e v a i l in g  a c c o u n tin g  tre a tm e n t o f  i n t e r e s t  c o s t s  
d u r in g  th e  p e r io d  o f  o rg a n iz a t io n  i s  a ls o  s u b je c t  to  c r i t ic is m *  
No m en tion  o f  t h i s  problem  h as  been made b e fo re  in  t h i s  
d is c u s s io n  because th e  p r e v a i l in g  p r a c t i c e  does n o t i d e n t i f y  
such  I n t e r e s t  w ith  o rg a n iz a t io n  c o s ts .  The problem  a r i s e s  
i n  th e  ca se  where a c o rp o ra t io n , b e fo re  I t  has begun o p e ra t io n s ,  
has Is su e d  bonds which b e a r  I n t e r e s t  a t  a s t ip u la t e d  r a t e .
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How s h a l l  th e  in te re s ts  a c c ru in g  d u rin g  th® p e r io d  p r i o r  to  
norm al o p e ra t io n s  be reco rded?
The custom ary a c co u n tin g  tr e a tm e n t o f  I n t e r e s t  c o s ts  
d u r in g  th e  p e r io d  o f  o rg a n iz a t io n  i s  t o  i d e n t i f y  th e  i n t e r e s t  
e o s t  w ith  th e  s p e c i f i c  t a n g ib le  a s s e ts  being constructed  or  
a c q u ire d  d u r in g  th e  o rg a n iz a t io n  p e r io d  w ith  t h e  funds pro~ 
Tided by th e  bond issu e *  The re a s o n in g  i s  t h a t  s in c e  th e  
bonds w ere I s s u e d  to  f in a n c e  th e  a c q u is i t io n  o f  th o se  p ro p e r­
t i e s ,  any i n t e r e s t  in c u rre d  on them up to  th e  tim e  th e  a s s e t s  
a re  p u t  i n t o  u se  shou ld  be c o n s id e re d  as p a r t  Of th e  c o s t  o f  
th e  p r o p e r t i e s .  Once th e  p r o p e r t ie s  a r e  p u t in to  use in  
r e g u la r  o p e r a t io n s ,  I n t e r e s t  t h e r e a f t e r  w i l l  be reco g n ized  
p e r i o d i c a l l y  a s  expense*
The w eakness in  th e  above tre a tm e n t i s  p o in te d  o u t by 
P a to n  and F a to n  i n  t h e i r  s ta te m e n t ,  "o o s t o f  p a r t i c u l a r  
p h y s ic a l  a s s e t s  i s  n o t a f f e c te d  by th e  ty p e  o f  f in a n c ia l  
s t r u c t u r e  employed i n  r a i s i n g  th e  n e c e s s a ry  fu n d s . *^9 These 
a c c o u n ta n ts  do n o t q u e s tio n  th e  v a l i d i t y  o f c a p i t a l i z in g  th e  
i n t e r e s t  d u r in g  th e  i n i t i a l  p e rio d *  They sim p ly  advocate  
c a p i t a l i z a t i o n  as  a g e n e ra l  c o s t o f  g e t t in g  th e  b u s in e ss  
under way r a t h e r  th a n  in c lu s io n  in  any s p e c i f ic  ta n g ib le  
a s s e t  a c c o u n ts .
I t  i s  i n  acco rdance  w ith  t h e  above reaso n in g  t h a t  th e  
recom m endation i s  made in  t h i s  s tu d y  t h a t  i n t e r e s t  c o s ts  
d u r in g  th e  o rg a n iz a t io n  p e r io d  be c a p i ta l iz e d  as o rg a n iz a t io n
19paton  and F a to n , g£ . o l t . . p .  475*
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c o s ts  r a th e r  th a n  as o o s ta  in c lu d e d  in  s p e c i f i c  ta n g ib le  
a s s e t  accoun ts*  ( fh a  sub seq u en t a m o rtiz a tio n  o f  th e  amounts 
c a p i t a l i z e d  i n  t h i s  way sh o u ld  be governed by th e  recommenda­
t i o n s  s t a t e d  e a r l i e r  i n  t h i s  c h a p te r  f o r  th e  a m o rtiz a tio n  o f  
o r g a n is a t io n  c o s ts  i n  g e n e ra l* )
A  f i n a l  c r i t i c i s m  o f  th e  p r e s e n t  a c c o u n tin g  fo r  o rg a n l-  
n a t io n  c o s t s  d e a ls  w ith  th e  b a la n c e -s h e e t c l a s s i f i c a t i o n  o f  
th e  i te m . As n o te d  e a r l i e r ,  th e re  i s  no concensus o f o p in io n  
among a c c o u n ta n ts  os to  th e  s e c t io n  o f  th e  s ta te m e n t in  which 
o rg a n iz a t io n  c o s ts  sh o u ld  be c l a s s i f i e d *  The s e c t io n s  
commonly used a re  th e  d e fe r r e d  ch a rg es  s e c t io n  and th e  i n ­
ta n g ib le  a s s e t s  se c tio n *
E a r l i e r  i n  t h i s  s tu d y  (C h ap ter I I )  th e  d e s i r a b i l i t y  o f  
th e  f u n c t io n a l  b a s i s  o f  c l a s s i f i c a t i o n  fo r  a s s e t s  was d i s ­
cu ssed  i n  co n n e c tio n  w ith  th e  b a s ic  a c c o u n tin g  co n cep t o f  
m ean in g fu l s ta te m e n t p re s e n ta t io n *  Under such  a b a s i s  o f 
c l a s s i f i c a t i o n ,  an  in ta n g ib le  a s s e t  s e c t io n  was su g g ested  
f o r  th o s e  a s s e t s  a r i s in g  from  e x p e n d itu re s  made f o r  th e  
a c q u is i t io n  o f  r i g h t s  and p r iv i l e g e s  which a r e  re q u ire d  fo r  
o r  w hich  w i l l  f a c i l i t a t e  th e  noxmal co n d u c t o f  th e  b u s in e s s  
o v e r a r e l a t i v e l y  lo n g  te rm . A sse ts  such as p a t e n t s ,  copy­
r i g h t s ,  tra d e m a rk s , and le a s e h o ld s  a r e  c u s to m a rily  p la c e d  in  
t h i s  s e c t io n  in  c u r r e n t  acco u n tin g  p ra c t ic e *
Jrorn th e  s ta n d p o in t  o f  a going co n cern , o rg a n iz a t io n  o o s ts  
shou ld  a ls o  be p laced  in  th e  In ta n g ib le  a s s e t  s e c tio n  o f  th e  
b a la n c e -s h e e t*  E x p en d itu re s  f o r  o rg a n iz a tio n  c o s ta  a re  made 
f o r  th e  pu rpose  o f  s e c u r in g  r ig h t s  and p r iv i l e g e s  which a re  
j u s t  as n e c e s s a ry  f o r  th e  conduct o f  th e  b u s in e s s  a s  th o se
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a c q u ire d  under a p a te n t  o r  c o p y rig h t*  I t  i s  t r u e  th a t  th e se  
r i g h t s  and p r iv i l e g e s  a re  somewhat more c lo s e ly  I d e n t i f i e d  
w ith  th e  e n te r p r i s e  a s  a whole th a n  a r e  th o se  a r i s in g  th rough  
item s such  as  p a te n ts  and co p y rig h ts*  O rg a n iz a tio n  o o s ts  a re  
no doub t i n  g r e a t e r  Jeopardy  th a n  most o th e r  In ta n g ib le  a s s e t s  
i f  a l i q u i d a t i o n  p o in t  o f  view  be taken* But th e  acco u n tin g  
p ro c e s s  i s  n o t d es ig n ed  from th e  l iq u id a t io n  p o in t  o f  view*
The g o in g  concern  concep t i s  b a s ic  i n  i t s  s tru c tu re *  There 
i s  re a s o n a b le  b a s i s ,  t h e r e f o r e ,  f o r  su g g e s tin g  th a t  o rg a n i­
z a t io n  c o s ts  n o t be d is c r im in a te d  a g a in s t  because  o f t h e i r  
la c k  o f  r e a l i z a b l e  v a lu e  but in s te a d  be p la c e d  on a p a r  w ith  
o th e r  in ta n g ib le  a s s e ts *  The recom m endation on t h i s  p o in t ,  
t h e r e f o r e ,  i s  t h a t  o rg a n iz a t io n  o o s ts  n o t be c l a s s i f i e d  in  
a d e fe r re d  ch a rg es  s e c t io n  a t  a l l  bu t In s te a d  be p la c ed  in  
th e  group o f  I n ta n g ib le  a s s e t s  o f  n o n -c u rre n t n a tu re  which 
a re  used in  th e  r e g u la r  conduct o f  th e  b u sin ess*
ssm m u
0 i v i l q m m x M *  c o s t s
THE NATURE OF DET1L0PMSNTAL COSTS
The e x p e n d itu re s  d is c u s se d  I n  th e  p re c e d in g  c h a p te r  
w ere th o s e  w hich a re  In c u r re d  r a t h e r  d i r e c t l y  f o r  th e  purpose 
o f  e f f e c t in g  th e  l e g a l  and f i n a n c i a l  o rg a n iz a t io n  o f  an enter-* 
p r i s e .  At th e  tim e an e n t e r p r i s e  i s  la u n ch ed , o th e r  expen&i- 
t o r e s ,  n o t i d e n t i f i a b l e  w ith  s p e c i f i c  ta n g ib le  a c q u i s i t i o n s , 
and o f  a s o r e  g e n e ra l  n a tu re  th a n  o rg a n iz a t io n  c o s t s ,  a re  
o f te n  n e c e s s a ry . The te rm  "developm en tal o o s ts "  i s  h e re  used 
to  r e f e r  to  such  e x p e n d i tu r e s .* The n a tu re  o f such expend i­
tu r e s  i s  in d ic a te d  i n  th e  fo llo w in g  examples* P ro d u c tio n  and 
s a l e s  p e rso n n e l m ust be employed and t r a in e d  by th e  new e n te r ­
p r is e *  A d m in is tra tiv e  p ro c e d u re s  and re c o rd s  must be de­
v e lo p ed . A program  o f  r e s e a rc h  and ex p e rim en ta tio n  may be 
n e c e s s a ry  i n  p e r f e c t in g  th e  p ro d u c t to  be p roduced , a f t e r  
w hich th e  p ro d u c tio n  p ro c e d u re s  and r o u t in e s  m ust be developed 
and p e r f e c te d .  A su rv ey  o f  m arhei c o n d itio n s  I s  o f te n  
n e c e s s a ry , and th e  d i s t r i b u t i o n  m ethods and p ro ced u res  m ust be 
e s ta b lis h e d *  Customer c o n ta c ts  m ust be made and e x te n s iv e
1a su rv ey  o f c u r r e n t  a c c o u n tin g  l i t e r a t u r e  (see  B ib lio g ­
raphy) does n o t r e v e a l  any p r e c i s e  d e f in i t io n s  d is t in g u is h in g  
s h a rp ly  betw een o rg a n iz a t io n  c o s ts  and developm ental c o s t s .  
The d i s t i n c t i o n  between th e  two term s can b e s t  be a p p re c ia te d  
by n o tin g  exam ples u s u a l ly  c i te d  f o r  each . The most common 
o f  such exam ples have been re p e a te d  in  t h i s  s tu d y  as a means 
o f  in d ic a t in g  th e  sense  i n  w hich each  o f  th e  term s i s  
c u s to m a r ily  used in  ac co u n tin g  to d a y .
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e x p e n d itu re s  f o r  a d v e r t i s in g  may be made f o r  th e  in tr o d u c t io n  
o f  th e  new p roduct*  A lthough e x p e n d itu re s  such as th e s e  do 
n o t b r in g  to  th e  e n te r p r i s e  any a s s e t s  o f a t a n g ib le  n a tu re  
such  as la n d  and b u ild in g s*  i t  m ust be a d m itte d  th a t  in  many 
in s ta n c e s  th e y  a re  j u s t  a s  e s s e n t i a l  f o r  th e  e s ta b lish m e n t o f  
th e  e n t e r p r i s e  as are  th e  e x p e n d itu re s  f o r  ta n g ib le  f a c i l i t i e s *  
W ithout them , th e  s e rv ic e  p o t e n t i a l  of th e  ta n g ib le  f a c i l i t i e s  
m igh t n e v e r  be made e f f e c t iv e *
E x p e n d itu re s  o f  th e  ty p e  m entioned above a re  e s p e c ia l ly  
heavy  d u r in g  th e  i n i t i a l  "developm ental*  p e r io d  o f  th e  e n te r ­
p r i s e —th e  p e r io d  ex te n d in g  from  th e  p o in t  o f  fo rm al o rg a n i­
z a t io n  to  th e  p o in t  whan i t  can be s a id  t h a t  th e  e n te r p r i s e  
i s  e s ta b l i s h e d  a s  a g o in g  concern* I n  some c a se s  some 
d ev e lo p m en ta l e x p e n d itu re s  a c tu a l ly  a r i s e  p r i o r  to  th e  d a te  
o f  fo rm al o r g a n iz a t io n ,  and in  many o a s e s , e x p e n d itu re s  o f  
t h i s  n a tu re  w i l l  be made th ro u g h o u t th e  l i f e t im e  o f  th e  e n te r ­
p r is e *  Many b u s in e s s e s  c a r ry  on more o r  l e s s  co n tin u o u s 
program s o f r e s e a rc h  and ex p e rim en ta tio n *  In  o th e r  in s ta n c e s ,  
sueh  program s a re  i n s t i t u t e d  o n ly  when some s p e c ia l  problem  
o r  need a r i s e s .  E x tra o rd in a ry  a d v e r t is in g  e x p e n d itu re s  may 
be made by an  e s ta b l i s h e d  e n t e r p r i s e  f o r  th e  in t ro d u c t io n  o f 
a new p ro d u c t o r  a new model o f  th e  o ld  product*  Mew p ro ­
d u c tio n  m ethods may r e q u ir e  th e  r e t r a in i n g  o f employees*
The a d d i t io n  o f  new p r o d u c t - l ln e s  o r  departm ents may re q u ire  
th e  employment and t r a in in g  o f  a d d i t io n a l  employees*
As w i l l  be n o te d  In  th e  l a t e r  d is c u s s io n , th e  ac co u n tin g  
t r e a tm e n t  o f  e x p e n d itu re s  o f  t h i s  ty p e  i s  no t u n ifo rm , and
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th e  c l a s s i f i c a t i o n  o f  such  expenditure©  fo r  b a la n c e -s h e e t 
p r e s e n ta t i o n  purpose© i© n o t s ta n d a rd ise d *  C o n s id e ra tio n  I s  
g iv e n  to  th e s e  e x p e n d itu re s  in  t h i s  s tu d y  o f  d e fe r re d  ch a rg es 
s in c e  many ac c o u n ta n ts  r e f e r  to  them as  d e fe r re d  charges and 
p r e s e n t  them i n  a d e f e r r e d  charge s e c t io n  o f  th e  b a la n c e -s h e e t .
The term  "develo p m en ta l e x p e n d itu re s "  i s  som etim es used 
t o  r e f e r  to  expend itu re®  w hich can be c l e a r ly  i d e n t i f i e d  
w ith  c e r t a in  ta n g ib le  f a c i l i t i e s .  For exam ple, th e  expendi­
t u r e s  f o r  th e  rem oval o f  th e  s u r fa c e  e a r th  f o r  s tr ip -m in in g  
o p e ra t io n s  and f o r  th e  c o n s tru c t io n  o f  road© on such p ro p e r ­
t i e s  a re  som etim es r e f e r r e d  to  as deve lopm enta l e x p e n d itu r e s .2 
I n  o th e r  c a s e s ,  e x p e n d itu re s  which can  be c l e a r ly  i d e n t i f i e d  
w ith  c e r t a i n  in ta n g ib le  a s s e t s  such a s  p a te n ts  and c o p y r ig h ts  
a r e  sometim es r e f e r r e d  t o  as deve lopm en ta l e x p e n d itu re s . The 
w r i t e r s  who use th e  te rm  in  t h i s  way u s u a lly  do n o t mean th a t  
th e  e x p e n d itu re s  th e y  a r e  r e f e r r in g  t o  a re  r e a l l y  to  be 
c l a s s i f i e d  a s  d e fe r re d  c h a rg e s , e n t i r e l y  s e p a ra te  from th e  
a s s e t s  to  which th e y  r e l a t e .  There i s  f a i r l y  g e n e ra l a g re e ­
ment a c c o u n ta n ts  t h a t  such e x p e n d itu re s  should  be
i d e n t i f i e d  w ith  th e  a s s e t s  to  which th e y  r e l a t e  and sh o u ld  n o t 
be c a p i t a l i s e d  a s  s e p a r a te  item s t o  be shown in  a d e f e r r e d  
ch a rg e  s e c t io n  o f  t h e  b a la n c e - s h e e t .  For t h i s  r e a s o n , i n  th e  
fo llo w in g  d is c u s s io n ,  l i t t l e  a t t e n t io n  w i l l  be g iv en  t o  th o s e  
e x p e n d itu re s  w hich a re  made f o r  th e  developm ent o f  s p e c i f ic  
a s s e t s .
2w. A *  P a to n , S a l to r ,  A c c o u n t a n t Handbook,  p .  129. 
F inney  and M i l l e r ,  o p . c i t . . ip. 45TT^ ~
87
she  detailed  accounting foe developmental costs
A lthough th e re  I s  c o n s id e ra b le  v a r i e ty  in  th e  tre a tm e n t 
o f  d ev e lo p m en ta l o o s ts  In  acco u n tin g  to d a y , th e re  does seem 
to  he f a i r l y  g e n e ra l ag reem en t among a c c o u n ta n ts  t h a t  d ev e l­
opm ental e x p e n d itu re s  a re  e x p e n d itu re s  w hich w i l l  r e n d e r  r e a l  
b e n e f i t s  and s e rv ic e s  f o r  th e  e n t e r p r i s e .  In  th e  case  o f  
some such  e x p e n d itu r e s ,  th e  s tre a m  o f  s e rv ic e s  r e s u l t i n g  may 
be q u i te  lo n g , f lo w in g  th ro u g h  many y e a r s ,  p o s s ib ly  o v er th e  
e n t i r e  l i f e t im e  o f  th e  e n t e r p r i s e .  In  o th e r  c a s e s ,  th e  
s tre a m  o f  s e rv ic e s  may be q u i te  s h o r t ,  runn ing  th ro u g h  p e r ­
haps o n ly  one o r  two y e a r s .  In  many c a s e s ,  th e  p r e c i s e  
d e te rm in a t io n  o f  th e  e x a c t te rm  o f  b e n e f i t  may be d i f f i c u l t ,  
i f  n o t  im p o s s ib le .
From an i d e a l i s t i c  s ta n d p o in t ,  th e  p ro p e r  tre a tm e n t o f  
d ev e lo p m en ta l c o s ts  i s  easy  to  s t a t e .  Each ex p e n d itu re  
sh o u ld  be c a p i t a l i z e d  to  th e  e x te n t  t h a t  i t  r e p re s e n ts  a 
c o s t  com m itted by th e  e n te r p r i s e  f o r  f u tu r e  b e n e f i t s .  The 
c o s t  sh o u ld  th e n  b e  a s s ig n e d  a s  expense p e r io d ic a l ly  so th a t  
a t  th e  end o f  th e  b e n e f ic ia ry  term  th e  e n t i r e  ex p e n d itu re  w i l l  
have been ch a rg ed  a g a in s t  th e  rev en u es o f  th e  p e r io d s  r e c e iv in g  
b e n e f i t s  and s e rv ic e s  from th e  e x p e n d itu re . However, t o  p u t 
t h i s  p ro ced u re  in to  p r a c t i c e  i s  n o t  easy  in  some o a s e s . Over 
what te rm  o f  y e a rs  w i l l  th e  b e n e f i t s  from an em p lo y e e -tra in in g  
program  be r e a l iz e d ?  How w i l l  th e  tu rn o v e r  o f  en ^ lo y ees and 
th e  p o s s ib le  need f o r  r e t r a i n i n g  a f f e c t  t h i s ?  What i s  th e  
p e r s i s te n c y  o f th e  p u llin g -p o w e r o f  an e x te n s iv e  a d v e r t is in g  
program ? How lo n g  w i l l  th e  a d m in is t r a t iv e  and p ro d u c tiv e  
p ro c e d u re s  a s  i n i t i a l l y  developed  rem ain in  use? What about
changes r e q u ir e d  by changes in  p ro d u c t and by expansion? To 
w hat e x te n t  a rc  c u r r a n t  r e s e a r c h  and ex p e rim en ta l a c t i v i t i e s  
w asted  and t o  w hat e x te n t  a re  th e y  p ro d u c tiv e  o f  f u tu re  
b e n e f i t s ?  B ecause o f  th e  d i f f i c u l t y  o f  answ ering  q u es tio n s  
su ch  as th e s e ,  th e  c u r r e n t  ac co u n tin g  tre a tm e n t o f  dev e lo p ­
m ental o o s ts  f a l l s  s h o r t  o f  th e  i d e a l .
T here a r e  many a c c o u n ta n ts  who ta k e  th e  p o s i t io n  th a t  
th e  b e s t  tr e a tm e n t o f  deve lopm en ta l e x p e n d itu re s  i s  to  w r i te  
them o f f  im m ed ia te ly . 3 V arious argum ents a re  o f fe re d  in  
support o f  t h i s  p ro c e d u re .^  I t  may be argued t h a t  t h i s  pro* 
eedure i s  easy  to  fo llo w  and r e s u l t s  in  bookkeeping economy 
inasmuch as  th e  ite m s  a re  d isp o se d  o f  im m ed ia te ly  and re q u ire  
no fu rth er  bookkeeping a t t e n t i o n .  I t  may a ls o  be argued th a t  
i t  i s  e a s ie r  t o  m a in ta in  a c o n s is te n t  p o l ic y  by ab so rb in g  a l l  
sueh  e x p e n d itu re s  when th e y  a re  in c u rre d  th a n  by  a s s ig n in g  
some c o s ts  to  f u tu r e  p e r io d s .  I t  may be a rg u ed  th a t  many o f  
th e se  e x p e n d itu re s  a re  o f  r e c u r r in g  n a tu re  th ro u g h o u t th e  l i f e  
o f  th e  e n te r p r i s e  and t h a t  by a s s ig n in g  each to  expense when 
in cu rred , e s s e n t i a l l y  th e  same r e s u l t  w i l l  be o b ta in ed  a s  i f  
s l l  were c a p i ta l i z e d  when In c u rre d  and th e n  am o rtized
3A t y p ic a l  s ta te m e n t on t h i s  p o in t  i s  as fo llo w s ; "Most 
com panies fo llo w  th e  p r a c t i c e  o f  t r e a t i n g  such o o s ts  as  ex­
p en ses  o f  th e  p e r io d  in  which th e y  a re  in c u r r e d ."  Ronald H. 
R o b n e tt, Thomas M. H i l l ,  and John A. B e c k e tt, A ccounting—
A M anagem ent Appro a eh (C hicago: R ichard  0 .  I rw in , In c  *7 1951)»
p .  328.
%*he argum ents as  s t a t e d  h e re  were tak en  from an answer 
to  a q u e s tio n  p re s e n te d  to  th e  s p e c ia l  s e c t io n  o f  The Jo u rn a l 
o f  Accountancy e d i te d  by Carman G. B lough. The d is c u s s io n  "~ 
*Sis- p u b lis n e a  in  The J o u rn a l  o f  Aocon r ta n o y „ LXXXIII (1 9 4 7 ), 
500.
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p e r i o d i c a l l y  a s  expense* I t  may a l s o  be argued th a t  t h i s  
p ro o ed u re  l a  c o n s e rv a t iv e ,  t h a t  th e r e  i s  no p o s s i b i l i t y  o f  
o v e r s t a t in g  c u r r e n t  income and o f  re c o rd in g  a s  an a s s e t  an 
e x p e n d itu re  which i n  r e a l i t y  w i l l  re n d e r  no f u tu r e  s e rv ic e  
o r  b e n e f i t ,  la e h  o f  th e s e  argum ents i s  s u b je c t  to  w eakn ess ,  
and th e  combined argum ents do n o t e s t a b l i s h  a c o n c lu s iv e  
e a se  f o r  th e  use o f  t h i s  m ethod.
The f a c t  t h a t  i t  i s  n o t  p o s s ib le  to  do som ething th e  
id e a l  way does n o t j u s t i f y  an im m ediate jump to  th e  e a s i e s t  
way* A compromise somewhere betw een th e  two may r e a l l y  be th e  
b a t t e r  so lu tio n *  The im m ediate w r i t e - o f f  o f  each  such expendi­
t u r e  d oes r e s u l t  i n  m ain tenance o f  a c o n s is te n t  p o l ic y ,  b u t 
th ere  i s  l i t t l e  v i r t u e  i n  th e  p o l ic y  i f  i t  i s  c o n s i s te n t ly  
wrong* The t h i r d  argum ent would be c o n s id e ra b ly  s tro n g e r  i f  
t h e  v ariou s d ev e lo p m en ta l e x p e n d itu re s  were a c tu a l ly  sp read  
ev en ly  o v e r  th e  l i f e  o f  th e  e n te rp r is e *  I n  many o a s e s , how** 
e v e r ,  t h i s  w i l l  n o t be tru e *  Such e x p e n d itu re s  o f te n  f a l l  
much h e a v ie r  in  th e  e a r ly  y e a rs  o f  th e  e n te r p r i s e  l i f e *  Those 
exp en d itu res t h a t  do f a l l  subsequen t to  th e  i n i t i a l  p e r io d  
a r e ,  to  a la rg e  e x te n t ,  o f  such n a tu re  t h a t  th e y  w i l l  te n d  
to  bunch t o g e t h e r . ^ The argum ent o f  co n se rv a tism  i s  s u b je c t  
to  th e  same w eakness u s u a l ly  found when t h i s  argument i s  used
5f o r  exam ple, I n  th e  ca se  o f  th e  in t ro d u c t io n  o f  a new 
p ro d u c t to  th e  e s ta b l i s h e d  l i n e ,  expenditure©  fo r  th e  p e r ­
f e c t in g  o f  th e  p ro d u c t and th e  p ro d u c tio n  p ro c e s s , f o r  th e  
t r a i n i n g  o f  em ployees engaged in  i t s  p ro d u c tio n , and f o r  th e  
In te n s iv e  a d v e r t i s in g  campaign used  to  h e lp  In tro d u c e  i t  w i l l  
a l l  f a l l  a t  o r  n e a r  th e  tim e th e  p ro d u c t i s  In tro d u c ed  r a th e r  
th a n  b e in g  in c u rre d  ev en ly  o v e r th e  y e a rs  d u rin g  w hich th a t  
p ro d u c t I s  to  be d is t r ib u te d *
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l a  a c c o u n tin g  c i r c le s *  I t  i s  t r u e  t h a t  th e  c u r r e n t  p r o f i t  
w i l l  n o t be o v e r s ta te d ,  bu t th e  p r o f i t s  o f  f u tu r e  p e r io d s  may 
be o v e r s ta te d  i f  t h i s  p ro ced u re  i s  fo llo w ed  because th e s e  
p e r io d s  a re  b e in g  r e l ie v e d  o f  expense assignm en ts which should  
r e a l l y  be charged  to  them* C u rren t p r o f i t s  w i l l  n o t be o v er­
s t a t e d ;  th e y  w i l l  p ro b a b ly  be u n d e rs ta te d  in s te a d  and th e  
f i n a n c i a l  c o n d i t io n  r e p o r te d  on th e  b a la n c e -s h e e t w i l l  l i k e ­
w ise  be u n d e rs ta te d *  For some in d iv id u a ls  who seek  to  use 
th e  in fo rm a tio n , such  c o n s e rv a tiv e  u n d ers ta tem en t may be J u s t  
a s  m is le a d in g  and harm fu l a s  would p o s s ib le  o v e rs ta te m e n ts  o f  
s im i la r  amounts*
There a r e  some a c c o u n ta n ts  who fo llo w  th e  im m ediate w r i te ­
o f f  p ro ced u re  as g iv en  above , b u t w ith  one v a r ia t io n *  In  th e  
ev e n t ea rn ed  s u rp lu s  a n d /o r  c u r r e n t  e a rn in g s  a re  n o t  s u f f i c i e n t  
to  co v e r th e  w r i t e - o f f ,  th e  e x p e n d itu re s  w i l l  be C a p ita l iz e d  
and c a r r i e d  a s  d e fe r r e d  ch a rg es  u n t i l  e a rn in g s  w i l l  p e rm it 
w r i t in g  them o ff* ^  T h is p r a c t i c e  m ight be d e s c r ib e d  a s  
" c o n se rv a tism , w ith  r e s e r v a t i o n s ,1* o r  as "co n se rv a tism , w ith  
in c o n s is te n c y * " I f  th e  ex p e n d itu re s  sh o u ld  be w r i t te n  o f f  f o r  
th e  sake o f  c o n se rv a tism , i t  would seem t h a t  th e re  i s  even 
g r e a t e r  demand f o r  co n se rv a tism  when no s u rp lu s  and e a rn in g s  
e x i s t  th a n  when e a rn in g s  a re  la rg e  enough to  s ta n d  a charge 
o f  t h i s  s o r t*  The ab sen ce  o f  su rp lu s  canno t change th e  n a tu re
i'
" I t  I s  p ru d en t t h a t  such  item s be charged o f f  w ith in  a 
re a s o n a b ly  s h o r t  tim e , as soon a s  a s u f f i c i e n t  s u rp lu s  i s  
a v a i l a b l e  to  ab so rb  th e  ch a rg es* "  T* fieg ina ld  C loake, "Develop­
ment Expense An In ta n g ib le  A s s e t ,"  The Hew Tork C e r t i f ie d  
P iib llo  A cco u n tan t. I I  (1 9 4 0 -4 1 ), 39.
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o f  an e x p e n d itu re  from  expense to  a s s e t .  The ad h e re n ts  o f  
t h i s  method p ro b a b ly  would n o t c la im  t h a t  they  b e l ie v e  t h i s  
to  b e  th e  c a s e ,  bu t th e  im p l ic a t io n  in  th e  p ro ced u re  th e y  
fo llo w  i s  to  t h i s  e f f e c t .
-4 t h i r d  p ro ced u re  i s  fo llow ed  by o th e r  ao count a n t s .  They 
ad v o c a te  th a t  a l l  th e  deve lopm ental e x p e n d itu re s  which ta k e  
p la c e  d u r in g  a l im i te d  p e r io d  a t  t h e  b eg in n in g  o f  th e  l i f e  of 
th e  e n t e r p r i s e  sh o u ld  be c a p i ta l iz e d *  These amounts w i l l  th en  
be l e f t  u n am o rtized , to  rem ain  as perm anent a s s e ts  o f  th e  
e n t e r p r i s e .  E x p en d itu re s  a r i s i n g  a f t e r  t h i s  i n i t i a l  p e r io d  
a re  to  be a s s ig n e d  a s  expense im m ed ia te ly  a s  th ey  a r e  in c u r r e d .?  
This p ro ce d u re  h as  some o f  th e  c h a r a c t e r i s t i c s  o f  bo th  o f  
those d is c u s s e d  above* I t  te n d s  t o  p ro v id e  f o r  w r i t in g  o f f  th e  
e x p e n d itu re s  when e a rn in g s  w i l l  p e rm it , inasm uch as i t  d e la y s  
th e  im m ediate w r i t e - o f f  p ro ced u re  u n t i l  th e  e a r l y , le a n  y ea rs  
have p a s s e d . I t  does n o t p ro v id e  f o r  a d e l ib e r a t e  cap ita l!* *  
z a t io n  o f  an  ex p e n d itu re  sim p ly  because e a rn in g s  a re  n o t la rg e  
enough to  cover an im m ediate w r i t e - o f f .  I t  a ls o  im p lie s  th a t  
th e  e n t e r p r i s e  r e a l l y  b eg in s  to  r e c e iv e  b e n e f i t s  and s e rv ic e s  
from  th e  e a r ly  deve lopm en ta l e x p e n d itu re s  o n ly  a f t e r  th e  
i n i t i a l  p e r io d  h as e la p s e d . There I s  a ls o  th e  im p l ic a t io n  
t h a t  a f t e r  th e  i n i t i a l  p e r io d ,  a l l  developm ental e x p e n d itu re s  
w i l l  be in c u r re d  even ly  o v er th e  l i f e  o f  th e  e n te r p r i s e .
I t  i s  ap p aren t t h a t  a l l  th r e e  o f th e  p ro ced u res  d isc u sse d  
above f a l l  s h o r t  o f  p e r f e c t  com pliance w ith  th e  co n cep t o f 
m to h in g  c o s ts  and rev en u es . T h is  f a i lu r e  does n o t seem to
7pato n  and P a to n , op. o l t . . p .  484.
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stem  from  any la c k  o f  r e c o g n i t io n  o f  th e  a p p l i c a b i l i t y  o f  th e  
co n cep t i n  c o n n e c tio n  w ith  t h i s  ty p e  o f  e x p e n d itu re , hu t 
r a t h e r  from  th e  d i f f i c u l t y  o f  d e te rm in in g  w ith  any d eg ree  o f  
o b j e c t i v i t y  j u s t  how th e s e  e x p e n d itu re s  shou ld  be a s s ig n e d  
to  expense* The com bination  o f  i n t a n g i b i l i t y  and la c k  o f  
c l e a r l y  d e f in e d  l i f e  u n q u e s tio n a b ly  do make adherence  to  th e  
co n cep t more d i f f i c u l t ,  b u t th e re  does seem to  be re a so n a b le  
g rounds f o r  q u e s tio n in g  w hether com plete abandonment o f  th e  
concep t i s  j u s t i f i e d .  The u s e fu l  l i v e s  o f  some ta n g ib le  
assets a r e  d i f f i c u l t  to  e s tim a te  p r e c i s e ly ,  y e t few ac co u n ta n ts  
would ad v o c a te  t h a t  th e y  be w r i t t e n - o f f  im m edia tely  f o r  t h i s  
reason. Of co u rse  i t  may be s ta te d  t h a t  th e  t a n g ib le  a s s e t  
probably has a cash  r e a l i z a b l e  v a lu e  and th e  deve lopm en ta l 
expenditures p ro b a b ly  do not*  But th e  one who ta k e s  t h i s  
position in  d e fe n d in g  th e  d is c r im in a t io n  a g a in s t  th e  deve lop ­
mental e x p e n d itu re s  i s  n o t o n ly  g u i l t y  o f  d e p a r t in g  from  th e  
concept of m atching  c o s ts  and rev en u es  b u t h as  a l s o  d e p a rte d  
from th e  go ing  eo n o ern  concep t as  w e l l .  On a go ing  concern  
b a s i s  the la c k  o f cash  r e a l i z a b le  v a lu e  i s  n o t ,  a lo n e , su f­
f i c i e n t  grounds f o r  e x c lu d in g  an ite m  from th e  b a la n c e -s h e e t .
In  co n c lu d in g  t h i s  s e c t io n  d e a lin g  w ith  th e  d e ta i l e d  
ac c o u n tin g  p ro ced u re  fo r  developm ental e x p e n d itu re s , th e  
fo llo w in g  a u g g e s tio n s  a r e  o f fe re d ;  iSaeh e x p e n d itu re  o f  t h i s  
n a tu r e ,  o f  m a te r ia l  am ount, sh o u ld  be co n s id e red  on i t s  m e r its  
and sh o u ld  n o t  a u to m a t ic a l ly  be s u b je c te d  e i t h e r  to  im m ediate 
c a p i t a l i z a t i o n  o r  to  im m ediate assignm ent a s  expense. Those 
e x p e n d itu re s  w hich a r e  r e la te d  to  s p e c i f ic  ta n g ib le  a s s e t s ,
93
such  a s  la n d ,  b u i ld in g s ,  and m ach inery , o r  which a re  r e l a t e d  
to  s p e c i f i c  In ta n g ib le  a s s e t s ,  such  a s  p a te n ts  and copy­
r i g h t s ,  sh o u ld  be i d e n t i f i e d  th e re w ith *  By so d o in g , a more 
a c c u r a te  e s tim a te  o f  th e  te rm  o f  b e n e f i t  from th e  ex p en d itu re  
can p ro b a b ly  be o b ta in ed *  I n a b i l i t y  to  so i d e n t i f y  any 
g e n e ra l  dev e lo p m en ta l e x p e n d itu re  shou ld  n o t d i s c r e d i t  th e  
ex p e n d itu re*  Those e x p e n d itu re s  which a r e  n o n re c u rr in g  in  
n a tu r e ,  o r  which r e c u r  o n ly  e r r a t i c a l l y  d u rin g  th e  l i f e  o f  th e  
e n t e r p r i s e  sh o u ld  be c a p i ta l iz e d *  The l i f e  o f  each sh o u ld  be 
e s tim a te d  a s  w e ll a s  p o s s ib le  and th e  c o s t o f  each  sh o u ld  be 
a s s ig n e d  a s  expense on t h a t  b as is*  I f  i t  i s  l a t e r  d isc o v e re d  
t h a t  th e  e s t im a te d  l i f e  b e in g  used  i s  wrong, th e  a m o rtiz a t io n  
program  sh o u ld  be a d ju s te d  a c c o rd in g ly .0 Those e x p e n d itu re s  
o f  r e g u la r ly  r e c u r r in g  n a tu re  may be charged  a s  expense when 
in c u r r e d  i f  th e y  r e c u r  i n  such a manner a s  to  r e s u l t  in  a 
f a i r l y  even charge  to  expense from  p e r io d  to  p erio d *  I f  t h e i r  
re c u r re n c e  i s  a t  i n t e r v a l s  o f  s e v e r a l  ac co u n tin g  p e r io d s ,  and 
i f  s e v e r a l  te n d  to  r e c u r  to g e th e r  r a th e r  th a n  in  a l t e r n a t e  
y e a r s ,  th e y  sh o u ld  be c a p i ta l i z e d  and then  am ortized  to  ex­
pense  s y s te m a tic a l ly *  To f a c i l i t a t e  th e  p ro p e r  c o n s id e ra t io n  
and t r e a tm e n t o f  each  e x p e n d itu re , in d iv id u a l  accoun ts  sh o u ld  
be used in  p re fe re n c e  to  a s in g le  accoun t f o r  a l l  deve lop ­
m en ta l ex p e n d itu re s*
& X t seems re a so n a b le  to  assume t h a t  I f  th e  e s t im a te s  a re  
made in  a s in c e r e  and p ru d en t m anner, e r r o r s  in  one d i r e c t io n  
w i l l  te n d  to  be o f f s e t  by e r r o r s  in  th e  o p p o s ite  d i r e c t io n .
The e f f e c t  o f  t h i s  w i l l  be to  produce r e s u l t s  which w i l l  be 
more a c c u ra te  than  w i l l  be th e  case  where th e  e r ro r s  a re  a l l  
b ia se d  in  one d i r e c t io n  by ta k in g  the  " c o n se rv a tiv e "  app roach .
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THE BALANCE-SHEET CaLASSIEI CATION Of LETELOPMENTAL EXPENDITURES
The a c c o u n ta n ts  who recommend th a t  developm ental cxpend l- 
be c a p i t a l i z e d  do n o t a g re e  as to  th e  p ro p e r  s e c t io n  o f  th e  
b a la n c e - s h e e t  In  w hieh th e  c a p i ta l iz e d  amounts shou ld  he 
p re se n te d *  T here  e re  some who would p la c e  them in  th e  in ­
ta n g ib le  a s s e t  s e c t io n ;  th e r e  a re  o th e rs  who would p la c e  them 
i n  a  d e f e r r e d  c h a rg e s  s e c t io n .  I t  i s  w ith  th e  l a t t e r  th a t  
e x c e p tio n  i s  h e re  ta k e n .
Those a c c o u n ta n ts  who recommend th e  d e fe r re d  ch a rg e  
c l a s s i f i c a t i o n  o f f e r  l i t t l e  e x p la n a tio n  f o r  i t s  use a s id e  
from  th e  s ta te m e n t t h a t  th e s e  a re  e x p e n d itu re s  which w i l l  
b e n e f i t  f u tu re  p e r io d s  and th e y  should  th e re fo r e  he d e f e r r e d .  
In  t h i s  r e s p e c t ,  th e  developm ental e x p e n d itu re s  a re  s im ila r  
t o  th o se  made f o r  f a c i l i t i e s  such  as m achinery  and equipm ent, 
b u t th o se  a c c o u n ta n ts  do n o t p la c e  m ach inery  and equipm ent 
c o s ts  i n  th e  d e fe r re d  eh a rg e  s e c t io n  o f  t h e i r  b a la n c e -s h e e ts .  
In  th e  same r e s p e c t ,  deve lopm en ta l e x p e n d itu re s  a r e  s im i la r  
to  th o s e  made f o r  ite m s  such  as p a te n ts  and c o p y r ig h ts ,  w ith  
th e  a d d i t io n a l  s i m i l a r i t y  t h a t  none o f  them r e s u l t  i n  th e  
a c q u i s i t io n  o f  any ta n g ib le  f a c i l i t i e s .  But th o s e  same 
a c c o u n ta n ts  do n o t c l a s s i f y  p a te n ts  and c o p y r ig h ts  in  th e  
d e f e r r e d  ch a rg e  s e c t io n .  The d i f f e r e n c e  In  th e  c l a s s i f i c a t i o n  
o f  d ev e lo p m en ta l e x p e n d itu re s  as compared w ith  m achinery  and 
equipm ent may e a s i ly  be j u s t i f i e d  on th e  b a s is  o f  th e  ta n g i ­
b i l i t y  c h a r a c t e r i s t i c .  But t h i s  d i s t i n c t i o n  does n o t e x i s t  
when deve lopm en ta l e x p e n d itu re s  a r e  compared w ith  item s such 
a s  p a te n ts  and c o p y r ig h ts  which a ls o  r e f l e c t  r i g h t s  f o r  f u tu re
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b e n e f i t s  and p r iv i l e g e s  o f  an in ta n g ib le  n a tu r e ,  Gan th e  
d i s t i n c t i o n  be based  on th© f a c t  th a t  p a te n ts  and c o p y rig h ts  
may have some cash  r e a l i z a b l e  v a lu e  w hereas th e  developm ental 
e x p e n d itu re s  may n o t have any such  v a lu e s , w ith in  them selves? 
To do so i s  to  d e p a r t  from th e  g o in g  concern co n cep t and 
th e r e  i s  no more excuse f o r  such  d e p a r tu re  when d e a lin g  w ith  
a m a tte r  o f  b a la n c e -s h e e t  c l a s s i f i c a t i o n  th a n  f o r  d e p a r tin g  
from  i t  i n  m a t te r s  o f  d e t a i l e d  a c co u n tin g  p rocedures*
I n  an e a r l i e r  c h a p te r ,^  recom m endations as to  b a lan ce - 
s h e e t c l a s s i f i c a t i o n  s e c t io n s  were p resen ted *  I t  now would 
ap p e a r t h a t  dev e lo p m en ta l e x p e n d itu re s  p o sse ss  a l l  o f th e  
c h a r a c t e r i s t i c s  w hich were th e r e  s ta te d  as n e c e ss a ry  fo r  
c l a s s i f i c a t i o n  in  th e  in ta n g ib le  a s s e t  s e c t io n .  Develop­
m en ta l e x p e n d itu re s  g iv e  r i s e  to  f u tu r e  b e n e f i ts *  n o t ©vi- 
denced by ta n g ib le  a c q u i s i t i o n s .  The e x p e n d itu re s  norm ally  
r e s u l t  i n  a flow  o f  s e r v ic e s  o v er s e v e r a l  p e r io d s ;  th e y  a re  
th e r e f o r e  o f  a non-w orking  c a p i t a l  n a tu re # 10 Th® e x p e n d itu re s  
a re  made f o r  r e g u la r  o p e ra t in g  p u rp o ses  and n o t as  " s id e - l in e "  
in v e s tm e n ts , Xt I s  recommended t h a t  th e  b a lan ce  of any such  
e x p e n d itu re  w hich  rem ains u n assig n ed  to  expens© a© o f  a g iven  
b a la n c e -s h e e t  d a te  sh o u ld  be c l a s s i f i e d  in  th© in ta n g ib le
9s©e C hap ter I I#
lO under th e  p ro ced u re  which has been su g g ested  f o r  th e  
d e t a i l e d  tr e a tm e n t o f  deve lopm enta l e x p e n d itu re s , th o se  
e x p e n d itu re s  o f  r e g u la r  r e c u r r in g  n a tu re  and which a re  f o r  
b e n e f i t s  which w i l l  e x p ire  a f t e r  a b r i e f  term  w i l l  n o t be 
c a p i t a l i z e d .  T h e re fo re , th e  amount which w i l l  be c a p i ta l iz e d  
u n d er th e  su g g ested  p ro ced u re  w i l l  n o t In c lu d e  any norm al 
w o rk in g -c a p ita l  expend itu re® .
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a s s e t  s e c t io n  o f  th e  b a la n c e -s h e e t .  R e leg a tio n  o f  such  
e x p e n d itu re s  to  t h e  d e fe r r e d  ch a rg es  s e c t io n ,  which i s  u s u a lly  
looked  upon w ith  c o n s id e ra b le  s k e p tic is m , i s  no more j u s t i f i e d  
i n  th e  c a se  o f  th e se  eaqp a u d i to r  as th an  in  the  ca se  o f  any 
o th e r  e x p e n d itu re s  w hich h a re  been d e term in ed  to  be p ro p e r ly  
c a p i t a l i z a b l e .  The p o in t  has been made b e fo re  i n  t h i s  s tu d y  
b u t i t  may b e a r  r e p e t i t i o n  a t  t h i s  tim e , n e i th e r  la c k
o f  s p e c i f i c  a s s i g n a b i l i t y  n o r  l e g a l  u n a v a i la b i l i t y  f o r  pay ing  
d e b ts  w a r ra n ts  th e  c o n c lu s io n  th a t  th e  c o s ts  i n  q u e s tio n  
r e p r e s e n t  b a la n c e -s h e e t  item s o f  d o u b tfu l  p r o p r i e t y .n11
^ P a t o n  and L i t t l e t o n ,  0£* e l t *. P* 32*
mmm m
LOSSES
T hree ty p e s  o f  lo s s e s  w i l l  be d isc u sse d  i n  t h i s  chap ter#  
Each ty p e  a r i s e s  from  a somewhat d i f f e r e n t  so u rce  and th e  
custom ary  a c c o u n tin g  tre a tm e n t o f  each d i f f e r s  from th a t  o f  
th e  o th e rs#  For t h i s  reaso n  t h i s  c h a p te r  i s  d iv id e d  in to  
th r e e  s e c t io n s , a s e p a ra te  s e c t io n  b e in g  devoted to  th e  
d is e u s s io n  o f  each  ty p e  o f  lo s s#
OPERATING LOSSES DURING THE DEV3LOPMMTA h  PERIOD 
The  N ature  o f  D evelopm ental O p era tin g  L osses
Ae has been n o te d  in  th e  p rece d in g  c h a p te r ,  even a f t e r  
th e  f o r m a l i t i e s  o f  th e  l e g a l  o rg a n iz a t io n  o f  th e  e n te r p r is e  
have been co m p le ted , th e  ty p ic a l  b u s in e s s  e n te r p r is e  does 
n o t Im m ediate ly  commence o p e ra t io n s  a t w hat m ight re a s o n a b ly  
be c o n s id e re d  to  be th e  norm al le v e l  o f  a c t i v i t y  f o r  th e  
b u s in e ss#  I n  m ost in s ta n c e s  a developm ental p e r io d  i s  re*  
q u ire d  d u r in g  which th e  momentum o f  o p e ra t io n s  i s  g ra d u a l ly  
b u i l t  up , ap p ro aeh in g  th e  norm al le v e l  rea so n ab ly  ex p ec ted  
f o r  th e  e n te rp r is e #  The le n g th  o f  t h i s  p e r io d  v a r ie s  w idely  
f o r  v a r io u s  ty p e s  o f  e n te r p r is e s #  In  some in s ta n c e s  a few 
months may s u f f i c e ;  i n  o th e r  in s ta n c e s  s e v e ra l  y ea rs  o f  
v e ry  le a n  o p e ra t io n s  may re a so n ab ly  be e x p e c t e d D u r i n g
iGuthmann and D ougall s t a t e  t h a t  t h i s  i n i t i a l  p e r io d  i s  
m ost p ro lo n g ed  f o r  two ty p e s  o f  b u s in e sss  w( l )  th o se  th a t  re*  
q u ire  a la r g e  c a p i t a l  Investm en t which m ust have an i n i t i a l
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t h i s  p e r io d ,  r e g u la r  o p e ra t io n s  a r e  s t a r t e d  i n  th e  sen se  t h a t  
s a l e s  and d e l i v e r i e s  a r e  made to  custom ers and revenue i s  
r e a l i z e d  th e re fro m . However, i t  i s  quit©  common to  f in d  th a t  
th e s e  o p e ra t io n s  r e s u l t  in  n e t  lo s s e s  r a t h e r  th a n  n e t  p r o f i t s ,  
even f o r  th e  e n te r p r i s e  w hich i s  d e s tin e d  to  be  quit© p r o f i t ­
a b le  when f u l l y  e s ta b lis h e d *  These lo s s e s  a r e  n o t n e c e s s a r i ly  
th e  r e s u l t  o f  in e f f ic i e n c y  o r  poo r judgment on th e  p a r t  o f  
management, n o r a re  th e y  n e c e s s a r i ly  th e  r e s u l t  o f  u n fav o rab le  
gen era l economic c o n d itio n s  e x i s t in g  a t  th e  tim e (a lth o u g h  
th e y  may be  i n t e n s i f i e d  by e i t h e r  o f  th e s e  f a c t o r s ) .  They 
a r e ,  i n s t e a d ,  th e  norm al outcome o f  o p e ra tin g  th e  b u s in e ss  a t  
sub-norm al c a p a c ity  d u rin g  th e  developm ental p e r io d  and th e y  
a r e ,  in  many in s ta n c e s ,  q u i te  unavo idab le  i n  g e t t in g  th e  
e n te r p r i s e  launched  a s  a n o rm al, go ing  concern*
The A ccounting  T reatm ent o f  L osses o f  t h i s  Type
T here i s  a d if f e re n c e  o f  o p in io n  i n  ac co u n tin g  c i r c l e s  
to d a y  a s  to  how th e s e  o p e ra t in g  lo s s e s  a r i s i n g  d u r in g  th e  
deve lopm en ta l p e r io d  should  b e  tr e a te d *  Many acco u n tan ts  
m a in ta in  t h a t  th e y  shou ld  be re c o g n iz e d  as lo s s e s  im m ed ia te ly , 
even though  by so do ing  a d e f i c i t  i s  c r e a te d .^  O ther acco u n t-
s iz e  s u f f i c i e n t  to  c a re  fo r  a developed  lo ad  much g r e a te r  th a n  
Gan be u t i l i z e d  a t  f i r s t ,  b ecau se  to  b u ild  th e  system  up by 
sm a ll b i t s  i s  im p r a c t ic a l ,  and (2) th o se  t h a t  re q u ire  a 
c o n s id e ra b le  p e r io d  f o r  th e  developm ent o f  t h e i r  m arket because 
o f th e  n o v e l ty  o f  th e  p ro d u c t* " H arry  G. Guthraann and H erb ert 
S. D o u g a ll, C o rp o ra te  F in a n c ia l  P o lic y  (Second M i t io n ;  Hew 
Y ork: P re n tIo e -H a l l , i n c . , 1948 ), p . 18B*
^"L o sses from  o rd in a ry  b u s in e ss  o p e ra t io n s  in c u rre d  In  
th e  e a r l y  s ta g e s  o f developm ent shou ld  n o t be c a p i t a l i z e d ,  but 
sh o u ld  be r e f l e c t e d  in s te a d  in  th e  p r o f i t  and lo s s  s ta te m e n t* ” 
B. B ernard  G re id ln g e r , q p . c i t * , p* 104.
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a n ts  m a in ta in  t h a t  such  lo s s e s  shou ld  be c a p i ta l iz e d #  Some 
©f th e  l a t t e r  S uggest t h a t  th e y  be c a p i t a l i s e d  under th e  
t i t l e  o f  g o o d w i l l O t h e r s  su g g e s t t h a t  th e y  be c a p i ta l iz e d  
as a p e e ia l  d ev e lo p m en ta l c o s ts  and c l a s s i f i e d  a s  d e fe r re d  
charges# Those who m a in ta in  th a t  th e y  shou ld  be c a p i ta l iz e d  
a s  d e f e r r e d  ch a rg es  u s u a l ly  su g g e s t th a t  th ey  be am ortized  as 
soon a s  o p e ra t in g  rev en u es a re  s u f f i c i e n t l y  la rg e  tc  cover 
the charge* In  such  a ease* th e re fo re *  th e  a m o r tiz a t io n  
program would be based  more on th e  s i z e  o f p r o f i t s  In  sub­
sequent years th a n  any o th e r  f a c to r*
The above v ie w p o in ts  f a l l  to  re c o g n iz e  p ro p e r ly  th e  
true nature o f  th e s e  lo s s e s#  Those who m a in ta in  t h a t  they  
should be w r i t t e n  o f f  im m ed ia te ly  a re  I n  r e a l i t y  denying 
that these l o s s e s  e r e  n e c e s s a ry  i n  g e t t in g  th e  b u s in e s s  
established# A c tu a l ly ,  such  lo s s e s  c o n s t i tu t e  j u s t  as  much 
a part of th e  c o s t  o f  e s ta b l i s h in g  th e  e n te r p r i s e  as a going 
concern as do th o s e  e x p e n d itu re s  fo r  such ta n g ib le  f a c i l i t i e s  
as land, b u ild in g s*  and m ach in e ry .^  The e n te r p r is e  can  no
3wMsny new b u s in e s s e s  r e q u ir e  s e v e ra l  y e a rs  to  become 
f i rm ly  e s ta b l i s h e d .  Net o p e ra t in g  lo s s e s  i n  th e s e  f i r s t  few 
y e a rs  have f r e q u e n t ly  been c a p i ta l iz e d  a s  goodw ill oh th e  
th e o ry  t h a t  o p e ra t in g  expenses i n  ex cess  o f  income were in  
r e a l i t y  developm ent e x p e n d itu re s  e s s e n t i a l  to  th e  e s t a b l i s h ­
ment o f  a s te a d y  p a tro n a g e  and th e  good name o f  th e  co n ce rn ."  
Montgomery* L e n h a r t , and J e n n in g s , op. o l t #» p .  203#
^■"Jrorn th e  f i n a n c i a l  p o in t  o f  v iew , a l l  o f th e s e  expend i­
tu r e s  o r  lo s s e s  a re  n e c e ss a ry  o u tla y s  drawn from th e  in v e s to rs*  
fund© in  o rd e r  to  s t a r t  th e  b u s in e s s  and a re  th o u g h t o f  as 
so  much in ta n g ib le  In v e s tm e n t* .«. Such c o s ts  a re  n e c e s s a r i ly  
I n c u r r e d  by any b u s in e ss  to  b r in g  th e  Investm ent up to  th e  
p o i n t  where a norm al go ing  concern  e x i s t s . ” Guthmann and 
D o u g a ll, 2&. &*£•» P* 1#9«
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mor© a t t a i n  a p o s i t io n  o f norm al o p e ra t io n s  w ith o u t p a s s in g  
th ro u g h  th® developm ental p e r io d ,  long  o r  s h o r t ,  th an  i t  ©an 
a t t a i n  suoh a p o s i t io n  w ith o u t th® ta n g ib le  f a c i l i t i e s  which 
I t  u se s  p h y s io a l ly  in  i t s  o p e ra t io n s .  O para ting  l o s s e s  d u rin g  
th e  d eve lopm en ta l p e r io d  c o n s t i tu t e  a p a r t  o f th® c o s t o f 
moving th e  e n te r p r i s e  th ro u g h  t h a t  p e r io d .^  They a re  n e c e s ­
s a r i l y  in c u r re d  in  g e t t in g  th© e n te r p r is e  i n  th® p o s i t io n  o f 
a go ing  co n cern , In  t h i s  s e n se , th e s e  lo s s e s  may q u ite  
properly be compared w ith  th e  b re a k - in  c o s ts  on a new m achine, 
f r e q u e n t ly  when a b u s in e s s  a c q u ire s  a new m achine i t  i s  
necessary to  o p e ra te  th e  maohlne very  c a r e f u l ly  fo r  a tim e to  
g e t  i t  re a d y  f o r  norm al use on th e  jo b . D uring t h i s  p e r io d  
ad ju s tm e n ts  and m inor m o d if ic a tio n s  o f  th e  machine may be 
n e c e s s a ry . Many o f  th e  p ro d u o t u n i t s  tu rn e d  o u t by th e  
m achine d u r in g  t h i s  p e r io d  may be d e f e c t iv e .  The revenue 
from th e  s a le  o f  th e  u n i t s  produced d u rin g  t h i s  p e r io d  w i l l  
p ro b ab ly  be l e s s  th an  th e  o p e ra t in g  c o s ts  in c u r re d . There a re  
few , I f  any , a c c o u n ta n ts  who would m a in ta in  th a t  th e  c o s ts  
In c u rre d  i n  th e  b re a k - in  p ro c e s s ,  reduced by th© rev en u e  
r e a l i s e d  from  th e  u n i ts  p roduced d u rin g  t h a t  p e r io d , should  
no t be c a p i t a l i z e d  as p a r t  o f  th® m achinery cost*  These 
c o s ts  a re  n e c e s s a ry  in  g e t t in g  th e  machine in  o o n d itio n  to  
use in  norm al o p e ra t io n s .  D evelopm ental lo s s e s  a re  q u ite  
s im i la r  to  th e s e  b re a k - in  c o s t s .  I t  I s  t r u e  t h a t  th e y  cannot 
be I d e n t i f i e d  d i r e o t l y  w ith  any ta n g ib le  p ro p a r ty  o f  the
Mother developm ental c o s ts  have been d isc u sse d  In  th® 
p rec e d in g  c h a p te r  o f  t h i s  s tu d y .
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e n te rp r is e *  They r e l a t e  to  the  e n te r p r i s e  as a w hole, h u t,  
aa  n o ted  b e fo re  in  t h i s  s tu d y , th e  la c k  o f s p e c i f ic  i& e n t i f i -  
c a t io n  w ith  ta n g ib le  p ro p e r ty  does no t deny a s s e t  re c o g n i t io n  
f o r  o th e rw ise  v a l id  ex p en d itu re s*
I t  m ust be ad m itte d  t h a t  in  some cases  developm ental 
lo s s e s  may in c lu d e  lo s s e s  which a re  n o t norm al o r  n ec e ssa ry  
i n  th e  d ev e lo p m en ta l p ro cess*  I n e f f i c i e n t  management, 
a c c id e n ts ,  and n a tu r a l  c a ta s tro p h e s  may r e s u l t  in  lo s s e s  
d u r in g  th e  developm ental p e r io d  but which cannot rea so n ab ly  
be c o n s id e re d  to  be norm al c o s ts  o f  la u n ch in g  th e  e n te r p r i s e .  
Such lo s s e s  cannot be deemed to  re n d e r  any b e n e f i t  o r  s e rv ic e  
to  th e  e n te r p r i s e  in  fu tu r e  p e r io d s ,  They should th e r e f o r e  
be reco g n ized  im m edia te ly  as  a c tu a l  lo s s e s  and should  n o t be 
c a p i t a l i z e d ,  even though by so do ing  a d e f i c i t  I s  c rea ted *
The absence  o f  e a rn in g s  i n  e a r ly  y e a rs  ( o r ,  f o r  t h a t  m a tte r ,  
a t  any tim e) i s  no J u s t i f i c a t i o n  f o r  th e  deferm ent o f  such 
lo sse s*  The norm al developm ental lo s s e s  a re  n o t c a p i ta l iz e d  
on t h a t  b a s is  and no lo s s e s  no t re a so n a b ly  n e c e ssa ry  fo r  the  
e s ta b lish m e n t o f  th e  e n te r p r i s e  as a going  concern sh o u ld  be 
c a p i ta l i z e d  m ere ly  because o f a d e f ic ie n c y  o f  ea rn in g s  a n d /o r  
s u r p lu s .^  I t  must a ls o  be ad m itted  th a t  in  some c a s e s  i t  may
6"The view  seems to  o b ta in  th a t  i f  no income o r s u rp lu s  
l a  a v a i la b le  from  w hich a lo s s  may be deducted  i t  i s  im­
p o s s ib le  to  reco g n ize  th e  l o s s ,  excep t p e rh ap s as a d e fe r r e d  
ch a rg e  to  f u tu r e  o p e r a t io n s .  T h is amounts to  a d e n ia l  o f  th e  
p o s s i b i l i t y  o f  a sh rin k ag e  l a  c a p i t a l  d u rin g  th e  p re lim in a ry  
p e r io d ,  As a m a tte r  o f f a c t  a s s e t  v a lu e s  a re  J u s t  a s  su s ­
c e p t ib l e  to  sh rin k ag e  w h ile  th e  concern  i s  g e t t in g  under way 
as  a t  any l a t e r  tim e#" P a to a  and L i t t l e t o n ,  o p , o l t ,* p ,  96,
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be q u i te  d i f f i c u l t  to  d i s t in g u i s h  between norm al deve lop ­
m e n ta l lo s s e s  and e x c e ss iv e  lo s s e s * ?  Such d i f f i c u l t y ,  however, 
i s  no j u s t i f i c a t i o n  f o r  a r b i t r a r i l y  denying  th e  v a l i d i t y  o f  
a l l  d eve lopm en ta l l o s s e s ,  E x cessiv e  p r i c e s  may be p a id  f o r  
la n d  a c q u ire d  by th e  e n te r p r i s e  b u t th e re  a r e  no acco u n tan ts  
who would advocate  th e  im m ediate w r i t e - o f f  o f  a l l  lan d  c o s t s  
sim p ly  because  o f  t h i s  p o s s i b i l i t y .
I t  m ust a ls o  be ad m itted  th a t  in  many cases  th e  embryonic 
e n t e r p r i s e  does n o t s u rv iv e  th e  developm ental p e r io d  and 
th e r e f o r e  can  n e v e r  reap  th e  b e n e f i t  o f  th e  lo s s e s  in c u rre d  
i n  t r y in g  to  b r in g  i t  to  a p o in t  o f  m a tu r i ty  as a go ing  con­
c e rn , In  such  an u n fo r tu n a te  c a se , w i l l  n o t a  la r g e  p a r t  o f  
th e  c o s ts  in c u r re d  by th e  e n te r p r i s e  in  ta n g ib le  f a c i l i t i e s  
such  a s  ro ad b ed s , s p e c ia l  p u rp o se  m ach inery , and th e  l i k e ,  
have been in c u r re d  in  v a in ?  Yet th e r e  a re  no a c c o u n ta n ts  
who would ad v o ca te  th a t  th e  l a t t e r  c o s ts  shou ld  be w r i t te n  
o f f  when in c u r re d  ©imply b ecau se  o f  the  p o s s i b i l i t y  o f  f a i l u r e
?No sim p le  r u l e  o f  thumb can be s ta te d  f o r  d is t in g u is h in g  
between normal d ev e lo p m en ta l lo s s e s  (developm ental c o s ts )  
and abnorm al lo s s e s  a r i s in g  from  poor judgment and in e f f ic ie n c y  
of management, Extrem e examples o f  lo s s e s  o f  both ty p e s  may 
r e a d i ly  be i d e n t i f i e d ;  b o rd e r l in e  o ases r e q u ir e  th e  e x e rc is e  
of judgm ent and d is c r im in a t io n ,  in  th e  l i g h t  o f  a l l  a t te n d a n t 
c ircu m stan ces*  In  some c a se s  a com parison o f  th e  lo s s e s  being  
co n s id e re d  w ith  lo s s e s  in c u rre d  in  the  developm ent o f  o th e r  
b u s in e s s e s  o f  s im i la r  ty p e , s i z e ,  and lo c a t io n  may a id  in  
re a c h in g  a re a s o n a b le  c o n c lu s io n  as to  th e  norm alcy o f the 
lo s s e s*  A c a r e f u l  a n a ly s is  o f th e  in d iv id u a l  expanse and 
revenue item s g iv en  r e c o g n it io n  d u rin g  th e  developm ental 
p e r io d  may h e lp  to  i d e n t i f y  item s which r e f l e c t  in e f f ic ie n c y  
and p o o r judgm ent by management. Throughout th e  a n a ly s i s ,  
a lo n g - ru n , go ing  ooncern  p o in t  o f  view shou ld  be m a in ta in ed  
u n le s s  th e re  i s  no re a so n a b le  e x p e c ta tio n  th a t  a go ing  concern 
w i l l  emerge from th© developm ental p e r io d .
o f the enterprise to m ature* To do so w ith  developm en tal 
oosts ( in c lu d in g  norm al developm en tal lo s s e s )  c o n s t i tu t e s  
unjustifiable d is c r im in a t io n  and in c o n s is te n cy *
For ra t©  d e te rm in a tio n  p u rp o ses  in  th e  p u b lic  u t i l i t y  
f ie ld  t h e r e  h a s  been g e n e ra l r e c o g n i t io n  o f  th e  v a l id i t y  o f  
considering d ev e lo p m en ta l lo s s e s  a s  c a p i t a l  e x p e n d itu re s . 
There i s  a l s o  th e  ten d en cy  in  t h i s  f i e l d  to  in c lu d e  th e  
difference betw een a norm al p r o f i t  f o r  e a r ly  y e a rs  and th e  
actual subnormal p r o f i t  r e a l iz e d  d u r in g  th o s e  y e a r s .  This 
practice has le d  some a c c o u n ta n ts  to  ad v o cata  t h a t  bo th  
should l ik e w is e  be c a p i ta l i z e d  a s  a s s e ts  f o r  r e g u la r  account­
ing purposes. T h is  shou ld  n o t be done. A lthough i t  i s  t r u e  
that9 from th e  s ta n d p o in t  o f  econom ics, a norm al r e tu r n  ( In ­
terest ) to the proprietary e q u i ty  f o r  th e  c a p i t a l  c o n tr ib u te d  
i s  a p r ic e - in f lu e n c in g  c o s t ,  th e  custom ary d e te rm in a tio n  o f 
n e t  profit in  ac c o u n tin g  makes no a llow ance f o r  such in te r e s t*  
Het profit i n  a cco u n tin g  i s  computed w ith o u t any d ed u c tio n  of 
an expense r e p re s e n t in g  a norm al r e tu r n  t o  th e  p r o p r ie ta r y  
equity. A normal r e tu r n  to  p r o p r ie to r s  i s  th e re fo r©  no t 
considered a c o s t  f o r  acco u n tin g  p u rp o se s , and th© fo re g o in g  
of such a r e tu r n  by owners d u rin g  th e  developm ental p e r io d  
shou ld  l ik e w is e  n o t be c o n s id e re d  a developm ental c o s t to  b® 
c a p i ta l i z e d  in  th e  acco u n tin g  r e c o rd s .
The fo llo w in g  su g g e s tio n s  a re  o f fe re d  as  to  th e  c o r r e c t  
a c c o u n t in g  tr e a tm e n t o f  developm ental lo s s e s .  F i r s t ,  i t  may
% . A. Paton, E d itor, Accountants* Handbook, p . 148.
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b© n o te d  t h a t  th e  te rm  " l o s s e s i s  u n fo r tu n a te  and m is lead in g *  
T h is  excess o f  norm al expenses o v er revenues d u rin g  th e  
d ev e lo p m en ta l p e r io d  does n o t c o n s t i tu t e  a lo s s  in  th e  u su a l 
sen se  o f  th e  word* I t  i a ,  I n s te a d ,  a d ev e lo p m en ta l c o s t  and 
i t  sh o u ld  be i d e n t i f i e d  a s  su ch . These c o s ts  shou ld  be 
c a p i ta l iz e d *  Inasm uch as th e  s e rv ic e  l i f e  o f  th e se  c o s ts  
c o in c id e s  w ith  th e  l i f e  o f  t h e  e n te r p r i s e  i t s e l f ,  th e  a m o rti­
z a t io n  program  shou ld  be based  on th e  l i f e  o f th e  e n te r p r is e  
r a t h e r  than  on th e  e x is te n c e  o f  e a rn in g s  an d /o r  su rp lu s  
s u f f i c i e n t  to  abso rb  th e  a m o r tiz a t io n  charge* I f  th e  l i f e  
o f  th e  e n t e r p r i s e  i s  deemed to  be u n lim ite d , no a m o rtiz a tio n  
i s  r e q u i r e d ,  ^ o r  b a la n c e -s h e e t  p r e s e n ta t io n  p u rp o se s , th e se  
c o s ts  sh o u ld  be c l a s s i f i e d  i n  th e  in ta n g ib le  a s s e t  s e c t io n .  
They r e p r e s e n t  e x p e n d itu re s  mads f o r  in ta n g ib le  b e n e f i ts  r e ­
l a t i n g  p r im a r i ly  t o  th e  norm al o p e ra tio n  o f  th e  e n t e r p r i s e .  
S easonab le  c a re  sh o u ld  be observed  to  avoid  c a p i t a l i z a t i o n  o f 
e x c e ss iv e  lo s s e s  n o t re a so n a b ly  n ec essa ry  I n  th® developm ental 
p e r io d  j u s t  as re a so n a b le  c a re  should  be observed  to  avoid  
c a p i t a l i z a t i o n  o f  ex c e ss iv e  e x p e n d itu re s  n o t re a so n a b ly  
n e c e s s a ry  i n  th e  a c q u is i t io n  o f  any f a c i l i t y  f o r  th e  e n te r ­
p r i s e .
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The Mature &£ Rwlaoement Losaas
The ty p i c a l  ta n g ib le  f a c i l i t y  used by th e  b u s in e ss  e n te r ­
p r i s e  h as  a l im ite d  u s e fu l  l i f e .  In  some ca se s  th e  u s e fu l  
l i f e  I s  l im i te d  because o f  p h y s ic a l  ex h au s tio n  r e s u l t in g  from  
w ear and t e a r  i n  use a n d /o r  d e t e r io r a t io n  from  th e  p assag e  o f
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t im e . In  o th e r  e a se s  th® u s e fu l  I l f® I s  l im i te d  because o f  
in ad eq u acy  due to  expansion  o f th e  e n t e r p r i s e .  In  s t i l l  
o th e r  c a s e s  new in v e n tio n s  m y  make a f a c i l i t y  o b s o le te .
Many f a c i l i t i e s  a r e  s u b je c t  to  a l l  th r e e  o f  th e s e  f a c to r s  
b u t i n  most c a se s  o n ly  on® w i l l  be found to  be r e a l l y  sig~  
n i f i e a n t  i n  d e te rm in in g  th® term  o f  u s e fu ln e s s  o f  a s p e c i f ic  
a s s e t  to  a g iv en  e n t e r p r i s e .  The purpose  o f  d e p re c ia t io n  
a c co u n tin g  i s  to  p ro v id e  f o r  th® p ro p e r  assignm ent o f  th e  
c o s t  o f  a f a c i l i t y  as expense over th e  term  of i t s  u s e fu l  
l i f e .  I f  t h i s  i s  done p ro p e r ly  th e  book v a lu e  o f  th e  a s s e t  
w i l l  be  red u ced  to  r e a l i z a b l e  v a lu e  by th e  end o f  th e  u s e fu l 
l i f e .
S e v e ra l e s t im a te s  a re  in v o lv ed  in  s e t t i n g  up a program  
o f  d e p r e c ia t io n  f o r  such a f a c i l i t y .  The u s e fu l  l i f e  and 
th e  r e a l i z a b le  v a lu e  a t th© end o f  t h a t  l i f e t im e  must be 
e s t im a te d . The c o s t  o f  d ism a n tlin g  and d isp o s in g  o f  th e  
a s s e t  a t  th e  end o f  i t s  u s e fu l  l i f e  must a ls o  be e s tim a te d . 
Because o f  th© im p o s s ib i l i ty  o f  making th e s e  e s tim a te s  w ith  
a b s o lu te  a c c u ra c y , I t  I s  n o t unusual to  f in d  t h a t  th e  un­
d e p re c ia te d  c o s t  o f  an a s s e t  o f  t h i s  ty p e  a t  th© end o f i t s  
u s e fu l  l i f e  does n o t c o in c id e  e x a c t ly  w ith  th e  n e t  amount 
r e a l i z a b l e  from  i t s  d i s p o s i t i o n .  In  some o a se s  th e  r e a l i z a b l e  
amount may be more th a n  th© book v a lu e . In  such c a se s  th© 
©xce3 S la  n o rm a lly  r e f e r r e d  to  a s  g a in  o r p r o f i t  on r e t i r e ­
ment o f th e  a s s e t .  In  o th a r  oases th e  amount re c e iv e d  a t  th® 
tim e o f  d i s p o s i t io n  may be l e s s  th an  th e  book v alue  o f th e  
a s s e t .  In  such  ca ses  th e  d e f ic ie n c y  i s  norm ally  r e f e r r e d  to  
a s  a l o s s .  f*or convenience In  t h i s  s tu d y , lo s s e s  a r i s i n g
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from  th e r e t i r e m e n t  o f  e s s  at s which ar® rap la  cad by other  
a s s e t s  serv in g  s u b s t a n t i a l l y  the same fu n c tio n  w i l l  be re ferred  
t o  as replacem ent lo s s e s*  I t  i s  th is  type o f  lo s s  which i s  
th e  su b jec t o f  th e  p r e s e n t  s e c t io n  o f  t h i s  study. Losses  
a r i s i n g  from  th e  retirem en t o f  a s s e ts  which are not rep laced  
w i l l  be r e f e r r e d  t o  as retirem en t lo s s e s .  D iscu ssio n  o f such  
lo s s e s  I s  in c lu d e d  in  the th ir d  se c t io n  o f  t h i s  chapter* I t  
sh o u ld  be remembered, however, th a t  both o f  th e s e  typ es of 
lo s s e s  d e a l  w ith  lo s s e s  which are a sso c ia ted  w ith  th© retire-*  
rnent o f  an  a s s e t ,
The A ccounting  T reatm ent o f  Replacem ent L osses
On th e  b a s i s  o f  th e  a t t i t u d e  th e y  ta k e  w ith  r e s p e c t  to  
rep lacem en t l o s s e s ,  a c c o u n ta n ts  may be d iv id e d  in to  two groups* 
T here a r e  some who m a in ta in  t h a t  such lo o s e s  sh o u ld  be reco g ­
n iz e d  im m ed ia te ly  and w r i t t e n  o f f  a t  th e  tim e o f  th e  r e t i r e ­
m en t. There a r e  o th e r s  who m a in ta in  th a t  th e s e  lo s s e s  shou ld  
be c a p i ta l iz e d *  Of th e  l a t t e r  g ro u p , some ad v o ca te  c a p i t a l i ­
z a t io n  as a d e f e r r e d  charge  to  be w r i t t e n  o f f  as  expense 
p e r io d ic a l l y  i n  l a t e r  years*  O th ers  o f  t h i s  g roup  advocate  
re c o rd in g  th e  lo s s  as an a d d i t io n  to  th e  a c q u is i t io n  c o s t  
o f  th e  a s s e t  r e p la c in g  th e  one r e t i r e d .  I f  t h i s  i s  done, 
th e  lo s s  w i l l  th e n  be a s s ig n e d  as  expense p e r io d ic a l ly  in  th e  
d e p r e c ia t io n  charge  on th e  new a s s e t*
Those who advocate c a p ita l iz a t io n  o f  replacem ent lo s s e s  
attem pt to  defend t h e ir  p o s it io n  w ith  the fo llo w in g  reasoning*  
The r e p l3cement w i l l  not taka p la ce  u n less management ia  
convinced th a t  th e  s u p e r io r i ty  o f  th e new f a c i l i t y  i s  more
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th a n  enough to  com pensate f o r  th e  lo s s  o f  u t i l i t y  rem ain ing  
i n  th e  a s s e t  r e t i r e d *  The s u p e r io r i t y  may he due to  g r e a te r  
p r o d u c t iv i t y ,  im proved q u a l i ty  o f  p ro d u c t, lo w er o p e ra t in g  
e o s t s ,  o r  some com bina tion  o f  th e s e .  I f  th e  rep lacem en t 
ta k e s  p la c e ,  su b seq u en t p e r io d s  w i l l  b e n e f i t  from  such s u p e r l-  
o r i t y .  The lo s s  on rep lacem en t a r i s e s  in  th e  p ro c e s s  o f  
o b ta in in g  t h i s  s u p e r io r  se rv ic e *  I t  shou ld  th e r e fo r e  be 
c o n s id e re d  a s  a c o s t  to  be charged  t o  th e  p ro d u c tio n  i n  th o se  
p e r io d s  r e c e iv in g  th e  s u p e r io r  b e n e f i ts *
In  d e a l in g  w ith  an  a s s e t  re p la c e m e n t, i t  shou ld  be 
re c o g n ise d  t h a t  th e  r e t i r e m e n t  o f  th e  o ld  a s s e t  and th e  
a c q u i s i t io n  o f  th e  new one sh o u ld  be viewed as  s e p a ra te  and 
d i s t i n c t  t r a n s a c t io n s  even though th e  rep lacem en t may tak e  
p la c e  s im u lta n e o u s ly  w ith  th e  r e t i r e m e n t ,  p o s s ib ly  w ith  th e  
r e t i r e d  a s s e t  b e in g  used a s  a t r a d e - i n  on th e  new one*
A t th e  tim e  th e  f i r s t  a s s e t  was a c q u ire d , i t s  c o s t  
m easured th e  e f f o r t  expended by th e  e n te r p r i s e  f o r  th e  s e r ­
v ic e s  to  be d e r iv e d  from  i t s  u s e . At th e  tim e th e  a s s e t  i s  
r e t i r e d ,  th e  s e r v ic e s  and b e n e f i t s  from  i t s  u se  c e a s e .  I f  
th e r e  h a s  been a p ro p e r  m atch ing  o f  c o s ts  and rev en u es  d u rin g  
i t s  te rm  o f  u s e ,  th e  eo e t o f  th e  a s s e t  (excep t f o r  an amount 
eq u a l to  i t s  r e a l i z a b l e  v a lu e )  w i l l  have been a s s ig n e d  a s  
expense o v e r i t s  l i f e t i m e .  I f  th e  c a r ry in g  v a lu e  o f  th e  a s s e t  
a t  th e  r e t i r e m e n t  d a te  exceeds i t s  r e a l i z a b le  value a t  t h a t  
t im e , t h a t  ex eese  I n d ic a te s  th e  amount by which expense 
a ss ig n m en ts  o v e r th e  s e rv ic e  l i f e  o f  th e  a s s e t  have been 
u n d e r s ta te d .  Inasmuch a s  th e  b e n e f i t s  d e r iv e d  from  th e
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a s s e t  te rm in a te  a t  th e  tim e o f  r e t ir e m e n t # th e r e  i s  no j u s t i f i -  
o a t io n  f o r  c a r ry in g  fo rw ard  t h a t  ex cess  and a s s ig n in g  i t  a s  
expense i n  l a t e r  p e r io d s  whioh r e c e iv e  no s e rv ic e  from  th e  
a s s e t ,  Even though th o s e  l a t e r  p e r io d s  a re  b e n e f i t in g  from  
v e ry  s u p e r io r  s e rv ic e  by th e  new a s s e t  whioh re p la c e d  th e  o ld  
one* t o  a s s ig n  p a r t  o f  th e  c o s t  o f  th e  o ld  a s s e t  as expense 
t o  th o s e  p e r io d s  would o b v io u s ly  be an im proper m atch ing  o f  
e f f o r t  and accom pli shm ent• The b e n e f i t s  re c e iv e d  in  the 
p e r io d s  su b seq u en t to  rep lacem en t o f  th e  f i r s t  a s s e t  stem  
e x c lu s iv e ly  from  th e  a s s e t s  then  employed and i f  th e r e  i s  to  
be a p ro p e r  d e te rm in a t io n  o f  Income in  th o se  p e r io d s ,  th e  
expense a ss ig n m en ts  sh o u ld  be based  on th e  c o s t  o f th o se  
assets.
The a l t e r n a t i v e  to  c a p i t a l i s a t i o n  o f  rep lacem en t lo s s e s  
i s  im m ediate w r i t e - o f f .  Those who ad v o ca te  t h i s  t r e a tm e n t 
m e t  adm it t h a t  t h e i r  t r e a tm e n t  s t i l l  f a l l s  s h o r t  o f  p e r f e c t  
m atch ing  o f  c o s t s  and re v e n u e s , The amount o f  th e  lo s s  which 
th e y  w r i te  o f f  a t  th e  tim e  o f  r e t i r e m e n t  a c t u a l l y  r e p re s e n ts  
th e  t o t a l  o f  th e  u n d e rs ta te m e n t o f  expense a ss ig n m en ts  d u rin g  
th e  l i f e  o f  th e  a s s e t  being  r e t i r e d .  To t h i s  e x te n t th e  in*  
come s ta te m e n ts  o f  th o s e  y e a rs  have been I n c o r r e c t ,  The 
id e a l  s o lu t io n  would be t o  r e c a l l  and ca n ce l a l l  o f  th o se  
s ta te m e n ts  and to  p re p a re  new ones fo r  each  p e r io d  in  th e  
l i g h t  o f  what i s  known a t  th e  tim e  th e  a s s e t  i s  r e t i r e d .  
Inasm uch a s  t h i s  would be im p r a c t ic a l ,  an a l t e r n a t i v e  i s  to  
re c o g n iz e  th e  e n t i r e  amount o f  th e  u n d ers ta tem en t o f  expense 
In  p r i o r  y e a rs  a t  th e  tim e  th e  a s s e t  i s  re p la c e d , By so d o in g ,
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th e  m ism atch ing  o f  c o s ts  and rev en u es in  p r i o r  y e a rs  i s  n o t 
rem edied  in  a p e r f e c t  way h u t a t  l e a s t  i t s  e f f e c t  i s  reco g ­
n iz e d  and th e  m ism atching  i s  n o t c a r r ie d  fo rw ard  in to  fu tu re  
y e a rs*
Xt i s  a p p a re n t from th e  fo re g o in g  d is c u s s io n  th a t  th e  
custom ary  a c c o u n tin g  tre a tm e n t o f  rep lacem en t lo s s e s  as 
d e f e r r e d  c h a rg e s  (o r  a s  a d d i t io n s  to  th e  c o s t o f  th e  new 
a s s e t )  c o n s t i t u t e s  a s e r io u s  v io la t io n  o f th e  b a s ic  acco u n t­
in g  concep t o f  m atch ing  c o s ts  and revenues*  The a l t e r n a t i v e  
tr e a tm e n t  w hich re c o g n iz e s  th e s e  lo s s e s  im m ed ia te ly  (a s  
e x t r a o rd in a ry  c h a rg e s 9 n o t a s  c u r r e n t  e x p e n se s ) , a lth o u g h  
n o t  r e s u l t i n g  in  a p e r f e c t  m atching  o f  c o s ts  and  re v e n u e s , 
does conform  more n e a r ly  w ith  th e  b a s ic  concept th an  does 
th e  c a p i t a l i z a t i o n  t r e a tm e n t .  I t  i s  th e re fo r e  to  be recom­
mended I n  p re fe re n c e  to  showing such lo s s e s  a s  d e fe r re d  
charges*
EXYR&OKDINARY LOSSES
The N atu re  g £  E x tra o rd in a ry  L osses
A  b u s in e s s  e n t e r p r i s e  may o c c a s io n a l ly  s u f f e r  lo s s e s  o f 
an  u n u su a l n a tu r e .  S u b s ta n t ia l  damage may be i n f l i c t e d  on 
th e  f a c i l i t i e s  o f  th e  e n te r p r i s e  by f lo o d s ,  e a r th q u a k e s , 
to rn a d o e s , h a i l ,  l i g h tn in g ,  and f i r e .  Unexpected lo s s e s  o f  
m a te r ia l  amounts may be s u f fe re d  a s  a r e s u l t  o f  su o o e ss fu l 
damage s u i t s  b rough t a g a in s t  th e  e n te r p r is e  because o f 
p a te n t  in f r in g e m e n t, n e g lig e n c e  o f  em ployees, o r  d e fe c t iv e  
m erchand ise  d e l iv e re d  to  cu s to m ers . Labor s t r i k e s  may r e ­
s u l t  i n  s u b s t a n t i a l  lo s s e s  to  th e  e n te r p r i s e .  Freak a c c id e n ts
1X0
such a s  a c ra s h in g  a i rp la n e  may w rack b u ild in g s  and r u in  eq u ip ­
ment* A change i n  f a s h io n s  o r  s t y l e s  may sudden ly  cause a 
p ro d u c t o f  th e  e n te r p r i s e  to  he o u td a te d | n e c e s s i t a t in g  com­
p l e t e  abandonm ent o f  s p e c ia l i s e d  m achinery used i n  th e  
p ro d u c tio n  o f  t h a t  p ro d u c t*  T ru s te d  em ployees may em bezzle 
fu n d s  i n t r u s t e d  to  t h e i r  c a re  end o th e r  lo s s e s  may be s u f f e re d  
a s  a r e s u l t  o f  t h e f t  by o u ts id e r s *
The a b o re  a r e  exam ples o f  th e  k ind  o f  lo s s e s  to  which 
a t t e n t i o n  i s  g iv en  i n  t h i s  s e c t io n  o f  t h i s  study#  The p r in ­
c i p a l  c h a r a c t e r i s t i c s  o f  such  lo s s e s  may be  s t a t e d  as fo llo w s : 
th e y  e r e  a l l  o f  s u b s t a n t i a l  amount# r e l a t i v e  to  th e  s i z e  o f  
th e  e n t e r p r i s e  a f f e c te d ;  th e y  e re  o f  a r a th e r  unusua l n a tu re#  
n o t a r i s i n g  a s  a r e s u l t  o f  th e  norm al co n d u c t o f  th e  b u sin ess#  
a lth o u g h  th e y  may be i n d i r e c t l y  r e l a t e d  t o  th e  r e g u la r  o p era ­
t i o n s ;  th e y  do n o t o cc u r  w ith  any degree o f  r e g u la r i ty #  and 
th e  o co u rren o e  can n o t be  p r e d ic te d  w ith  any deg ree  o f  c e r ­
ta in ty #  I n  th e  e a se  o f  many such lo s s e s #  adequate  p r o te c t io n  
i n  th e  form  o f  in su ra n c e  o r  o th e rw ise  may n o t be p o ss ib le *
( In  th e  ca se  o f  th o s e  o n ly  p a r t i a l l y  covered  by in su ran ce#  
th e  lo s s  i s  deemed to  be th e  amount by which th e  p ro ceed s  
from  th e  In su ra n c e  f a i l s  t o  cover th e  t o t a l  lo s s * )
For conven ience i n  th e  rem a in in g  d is c u s s io n  in  t h i s  
se c tio n #  lo s s e s  o f  t h i s  type  w i l l  be r e f e r r e d  t o  sim ply  a s  
e x t r a o rd in a ry  lo s se s*
Tii* A ooow U m c f t w i w t f  s £  l O m i K t t t M g  fc M ttf
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A lth o u g h  few a c c o u n ta n ts  w ould do so today# in  form er 
y e a rs  many a c c o u n ta n s t  fo l lo w e d  th e  p r a c t ic e  o f  re c o rd in g
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as  d e f e r r e d  c h a rg e s  lo s s e s  such a s  th o s e  m entioned above# 
th e  am ounts so re c o g n ise d  w ere th e n  am ortized  g ra d u a l ly  over 
s e v e r a l  p e r io d s  fo llo w in g  t h a t  In  which th e  lo s s  occurred* 
h i t t i e  j u s t i f i c a t i o n  f o r  t h i s  p r a c t i c e  was o f fe re d  ex cep t 
t h a t  th e  lo s s e s  w ere u n u su a l i n  n a tu re  and an im m ediate recog ­
n i t i o n  o f  th e  e n t i r e  am ounts a s  lo s s e s  would ten d  to  d i s t o r t  
th e  r e p o r t in g  o f  c u r r e n t  o p e r a t io n s ,  Some a c c o u n ta n ts  f e l t  
t h a t  s in c e  th e  lo s s e s  were unusual i n  n a tu r e ,  o c c u rr in g  in ­
f r e q u e n t ly ,  s e v e r a l  p e r io d s  shou ld  be made to  b ea r th e  charge#
A s t r i k i n g  example o f  th e  p r a c t i c e  o f  d e f e r r in g  such  lo s s e s  
i s  s i t e d  by H a t f ie ld  i n  th e  ca se  o f  th e  U n ited  Hallways In v e s t ­
m ent Company b a la n c e -s h e e t  a s  o f  December 31, 1906, on which 
th e r e  ap p e a red , among th e  a s s e t s ,  "E arth q u ak e , F i r e , and 
S t r i k e ,  $S 59 ,9S 3 .n9 Such f ra n k n e ss  in  p re s e n tin g  th e  item  i s  
no d o u b t b e t t e r  th a n  c o n c e a lin g  i t  i n  th e  amount shown f o r  
some v a l id  a s s e t  item * However, th e r e  i s  no r e a l  j u s t i f i c a t i o n  
f o r  p r e s e n t in g  th e  ite m  among th e  a s s e ts #  Canning h as  su g g ested  
t h a t  i t  may be d e s i r a b le  t o  show such an unusua l lo s s  as a 
s e p a r a te  ite m  on th e  b a la n c e -s h e e t b u t t h a t  i t  sh o u ld  th e r e  be 
shown a s  a d e d u c tio n  in  th e  p r o p r ie ta r y  s e c t io n  o f  th e  s ta te m e n t 
r a t h e r  th a n  as  an  a s s e t
9Hsnry Hand H a t f i e ld ,  A ccounting (Hew Yorks D. A ppleton- 
C en tu ry  Company In c o rp o ra te d , 1^2^77 P • 128#
1°"The k eep in g  upon th e  books and th e  showing upon th e  
b a la n c e  s h e e t  f o r  some y e a rs  o f  an item  l i k e  * Suspense a c c o u n t ,9 
o r  ’L o sses  n o t  y e t  charged  to  p r o f i t  and l o s s , 1 has o f te n  been 
condemned# The c r i t i c s  see  o n ly  t h a t  th e  l o s t  a s s e t  I s  gone 
and t h a t  th e  p r o p r ie ta r y  i n t e r e s t  i s  red u ced . Ho c a r ry in g  
fo rw ard  o f  the  lo s s  w i l l  a v e r t  i t  o r  m inim ize i t #  But i f  th e  
ite m  i s  f u l l y  d e s c r ib e d  th e re  i s  n o t o n ly  no s e r io u s  o b je c t io n
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& ec©gaining t h a t  such  lo s s e s  do n o t re n d e r  s e rv ic e  o r  
b e n e f i t s  f o r  f u tu r e  p e r io d s ,  th e  m a jo r i ty  o f  a c c o u n ta n ts  today  
ad v o ea te  th e  eom plete w r i t e - o f f  o f  th e s e  item s a t  th e  tim e 
th e y  occur# A ccoun tan ts d i f f e r  as  to  th e  manner i n  which th e  
w r i t e - o f f  shou ld  he made# Some a c c o u n ta n ts  advocate  t h a t  I t  
he shown a s  a s p e c ia l  charge a g a in s t  th e  su rp lu s  o f  th e  e n te r ­
p r i s e ;  o th e r  a c c o u n ta n ts  ad v o ca te  t h a t  I t  be shown as an 
e x t r a o rd in a ry  ch a rg e  on th e  income sta tem en t*  ( I t  i s  beyond 
th e  scope o f  t h i s  s tu d y  to  d is c u s s  th e  m e r i ts  o f  th e s e  two 
p r e s e n ta t i o n s . )  N e ith e r  o f  th e s e  g roups advocate  t h a t  any 
p a r t  o f  th e  l o s s  be shown on th e  b a la n c e -s h e e t  a s  an a s s e t ,  
d e s c r ib e d  as a d e fe r r e d  charge  o r  o therw ise#
I n  view  o f  th e  p r e v a i l in g  p r a c t i c e  i n  acco u n tin g  to d ay , 
f u r t h e r  c o n s id e r a t io n  o f  t h i s  ty p e  o f  lo s s e s  may be o m itted  
i n  t h i s  s tu d y  o f  d e fe r r e d  charges# The above d is c u s s io n  has 
been p re s e n te d  o n ly  f o r  th e  sake  o f  co m p le ten ess , inasmuch 
a s  su ch  lo s s e s  were f r e q u e n t ly  p re s e n te d  a s  d e fe r re d  charges 
i n  a c c o u n tin g  p r a c t i c e  i n  form er years#
t o  i t ,  b u t th e r e  may be v a lu a b le  in fo rm a tio n  conveyed by i t#  
Take th e  ca se  o f  a young c o rp o ra t io n  th a t  has am assed a su rp lu s  
o f  #250,000 from  p r o f i t a b l e  o p e ra tio n s#  Assume a lo s s  o f  
#200,000 from  a c a s u a l ty  n o t p o s s ib le  to  a v e r t  and n o t co v er- 
a b le  by in su ran c e#  P u b lis h  a b a lan ce  s h e e t im m edia te ly  a f t e r ­
ward showing a p r o p r ie ta r y  I n t e r e s t  eq u a l o n ly  to  th e  p a r  o f  
th e  c a p i t a l  s to c k  p lu s  #50,000* The ba lance  s h e e t  i s  ’ t r u e /  
b u t i t  i s  f a r  from  e x p re s s in g  th e  9whole t r u t h , 9 f o r  th e  f a c t  
t h a t  th e  co n cern  h as  been , and h as  a p ro sp e c t o f  c o n tin u in g  to  
b e , a p r o f i t  e a rn e r  beyond i t s  d iv id en d  r a t e  i s  suppressed*
T h is  f a c t  o f  th e  p a s t  i s  o f  much g r e a te r  s ig n if ic a n c e  f o r  th e  
f u tu r e  th a n  i s  th e  f a c t  th a t  a c a s u a l c a lam ity  has been ex­
p e rie n ced #  I f  in s te a d  o f  showing th e  suspense item  among th e  
a s s e t s ,  i t  were shown as  a d ed u c tio n  from the  p r o p r ie ta r y  
aocount#*# ( i l l u s t r a t i o n  o m itte d )  no one can p ro fe s s  h im se lf  
d e c e iv e d , and a l l  a re  more f u l l y  in fo rm e d .” John B* Canning, 
o p . c i t »* p* 29 .
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Rem odeling e x p e n d itu re s  a re  e x p e n d itu re s  in c u rre d  In  
re n o v a t in g  a n d /o r  a l t e r i n g  b u ild in g s  and s im i la r  s t r u c t u r e s .
F o r exam ple, r e n t a l  p ro p e r ty  i s  o f te n  rem odeled  so  t h a t  i t  
w i l l  m eet th e  n eed s o f  new te n a n ts .  Changes i n  p a r t i t i o n s ,  
w indows, d o o rs , and th e  l i k e  m ay b e  n e c e s s a ry . A g e n e ra l r e ­
f u r b is h in g  o f  th e  p ro p e r ty  may a l s o  be n e c e s s a ry  b e fo re  new 
te n a n ts  w i l l  move in  o r  i n  o rd e r  to  r e t a i n  o ld  te n a n ts*
A side from  r e n t a l  p ro p e r ty ,  an  e n te r p r i s e  may f in d  i t  d e s i r ­
a b le  to  rem odel b u i ld in g s  w hich i t  i s  u s in g  i t s e l f .  An in c re a s e  
i n  o f f i c e  p e rso n n e l may n e c e s s i t a t e  th e  s u b d iv is io n  o f o f f ic e  
sp a c e . A s h i f t  from  th e  use o f  r a i l  t r a n s p o r ta t io n  to  th e  use 
o f  m oto r t r u c k  c a r r i e r s  may n e c e s s i t a t e  a change i n  th e  
lo c a t io n  o f lo a d in g  docks and p la tfo rm s . Remodeling expendi­
t u r e s  may b e  made to  e f f e c t  changes i n  th e  e x t e r io r  o f  a 
b u i ld in g .  I n  some In s ta n c e s ,  such ex p e n d itu re s  add n o th in g  
to  th e  b u ild in g  ex c ep t a more m odern ap p earan ce .
E x p en d itu re s  f o r  rea rran g em en t and r e i n s t a l l a t i o n  u su a lly  
r e l a t e  to  p ro p e r ty  such  a s  m ach inery , equ ipm ent'and  f i x t u r e s .  
Such e x p e n d itu re s  a re  made fo r  th e  pu rpose  o f  changing th e  
lo c a t io n  o f  th e s e  Item s* The change in  lo c a t io n  may be d e s i r ­
a b l e  f o r  v a r io u s  r e a s o n s . In  some c a se s  i t  w i l l  be found th a t  
th e  o r ig in a l  a rrangem ent o f  such item s i s  n o t as e f f i c i e n t  as
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a d i f f e r e n t  a rran g em en t would b e , l a  o th e r  c a se s  i t  m y  be 
fbond  t h a t  a  change i n  th *  p ro d u e t b e in g  produced m y  make a 
rea rran g em en t o f  th e  m ach inery  and equipm ent d e s i r a b le ,  fh e  
sequence o f  o p e ra t io n s  on th e  new p ro d u c t may d i c t a t e  a com* 
p i s t e  r e lo c a t io n  o f th e  m ach in es. I n  s t i l l  e th e r  c a se s  th e  
a d d i t io n  o f  a  new m achine may e l im in a te  s e v e ra l  o ld  ones and 
r e q u i r e  th e  re a rran g em en t o f  th e  rem a in in g  o nes.
R em odeling, rea rran g em en t , and r e i n s t a l l a t i o n  expend i­
tu r e s  ra n g e  i n  s iz e  from  th o se  which a r e  very  sm a ll and in ­
s i g n i f i c a n t  i n  amount to  th o s e  which a re  o f  m a te r ia l  
s ig n i f i c a n c e .  ( In  some in s ta n c e s  a number o f  sm a ll expendi­
t u r e s ,  when c o n s id e re d  in  c o n c e r t ,  w i l l  c o n s t i tu t e  a m a te r ia l  
am ount.) I n  th e  c a se  o f  e x p e n d itu re s  o f  im m a te ria l s i z e ,  
exped iency  and convenience sh o u ld  d i c t a t e  th e  tr e a tm e n t to  
be g iv e n  to  them . In  th e  ca se  o f  m a te r ia l ly  s ig n i f i c a n t  
e x p e n d itu re s ,  o th e r  f a c to r s  sh o u ld  b e  co n s id e re d . The word 
e x te n s iv e  i s  used i n  th e  t i t l e  o f  t h i s  c h a p te r  t o  in d ic a te  
t h a t  i t  i s  assumed th ro u g h o u t th e  c h a p te r  th a t  th e  expendi­
tu r e s  b e in g  c o n s id e re d  a re  o f  such s iz e  as  to  n e g a te  th e  
exped ien cy  ap p ro ach .
T B S  A O O O tm x m  TREATMENT o f  such  e o t n d i t u h s
S e v e ra l q u e s t io n s  c o n fro n t th e  acco u n ta n ts  who a re  fa c e d  
w ith  th e  problem  o f  a c c o u n tin g  f o r  e x p e n d itu re s  f o r  rem o d e lin g , 
r e a r r a n g in g ,  and r e i n s t a l l i n g  e x i s t in g  f a c i l i t i e s #  Should a l l  
such  e x p e n d itu re s  be charged  as  expense in  th e  p e r io d  i n  which 
th e y  e r e  in c u rre d  o r  i s  c a p i t a l i z a t i o n  p ro p e r in  some cases?
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I n  t h e  e v e n t t h a t  c a p i t a l i z a t i o n  i s  a p o s s i b i l i t y ,  w hat f a c to r s  
sh o u ld  ba c o n s id e re d  i n  d e te rm in in g  w hich e x p e n d itu re s  shou ld  
be c a p i t a l i z e d ?  l a  th o s e  c a se s  where e x p e n d itu re s  have been 
c a p i t a l i z e d ,  what i s  th e  p ro p e r  b a s is  f o r  a m o r tiz a t io n  o f  th e  
c a p i t a l i z e d  amounts? A lso i n  such c a s e s ,  how shou ld  th e  
c a p i t a l i z a t i o n  ba reco rd ed  i n  th e  acco u n ts?  A ll ac co u n ta n ts  
h a re  n o t  a r r iv e d  a t  t h e  same answ ers t o  th e s e  q u e s t io n s .  As 
a  r e s u l t ,  c u r r e n t  a c c o u n tin g  tre a tm e n t o f  such e x p e n d itu re s  
i s  n o t  uniform *
Immediate !£& *-£££ ££ SgplMijSftlAaE
Some a c c o u n ta n ts  to d a y  m a in ta in  t h a t  rem ode ling  and r e ­
arran g em en t e x p e n d itu re s  shou ld  ba re c o rd e d  im m ed ia te ly  a s  
expenses* ? o r  exam ple, O ranstoun  s t a t e s  t h a t  i t  i s  n o t 
u n u su a l t o  f in d  su ch  e x p e n d itu re s  c a p i t a l i z e d  b u t th a t  % * * 
b e t t e r  p r a c t i c e ,  how ever, i s  to  abso rb  th e  expanses i n  th e  
p e r io d  I n  w hich i n c u r r e d . T h e  u su a l argum ent o f fe re d  by 
th e  a c c o u n ta n ts  who a tte m p t to  j u s t i f y  t h i s  t r e a tm e n t i s  
t h a t  i t  i s  c o n s e rv a tiv e # 2 The tendency  t o  t r y  to  be co n ser­
v a t iv e  i n  d e a l in g  w ith  e x p e n d itu re s  o f  t h i s  type  p ro b ab ly  
a r i s e s  from  th e  f a c t  t h a t  o f te n  th e  e x p e n d itu re s  do n o t 
r e s u l t  In  any in c re a s e  i n  th e  ta n g ib le  f a c i l i t i e s  o f  th e  
e n t e r p r i s e ,  and th e  ca sh  r e a l i z a b le  v a lu e  o f  those  f a c i l i t i e s
1 Contem porary Oh. 7 , p# 13*
^ wThe more c o n s e rv a tiv e  p r a c t i c e  i s  to  charge such  r e ­
arrangem en t c o s ts  to  c u r r e n t  o p e r a t io n s # n George H l l l i s  
Newlove^ C. Aubrey Sm ith , and John Arch W hite, In te rm e d ia te  
A m ounting  (R evised  E d itio n ; B oston; D. C# H eath and 
Company > 1 9 4 # ), p# 113#
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t h a t  a r e  a f f e e te d  may a c t  be in c re a s e d  a t  a l l  a s  a r e s u l t  o f  
th e  e x p e n d itu re s*  However! a s  h a s  been n o ted  e a r l i e r  in  t h i s  
s tu d y , th e  f a i l u r e  o f  any e x p e n d itu re  to  g iv e  r i s e  to  such 
r e s u l t s  i s  no t*  i n  I t s e l f ,  s u f f i c i e n t  to  r e q u i r e  th e  im m ediate 
ass ig n m en t o f  th e  ex p e n d itu re  a s  expense# I f  f u tu re  p e r io d s  
derive service from  an  e x p e n d itu re  § th e  com plete assignm ent 
of th e  e x p e n d itu re  as expense i n  th e  c u r r e n t  p e r io d  r e s u l t s  
la  improper m atch ing  o f  c o s t s  and re v e n u e s , I t  i s  t r u e  th a t  
the Income reported for th e  c u r r e n t  p e r io d  w i l l  be l e s s  th a n  
would be th e  e a se  i f  th e  e x p e n d itu re  were c a p i t a l i z e d ,  b u t to  
do th is  i s  n o t n e o e s s a r i ly  c o n s e rv a tiv e !  e s p e c ia l ly  i f  such 
treatment r e s u l t s  i n  an o v e rs ta te m e n t o f  Income re p o r te d  on 
future Income s ta te m e n ts  b ecau se  o f  an u n d e rs ta tem en t o f  th e  
expense assigned on th o se  s ta te m e n ts .  On th e  o th e r  hand , i f  
an expenditure a f f e c t s  o n ly  th e  c u r r e n t  p e r io d f w ith  no 
f u tu r e  p e r io d s  b e in g  b e n e f i te d ,  th e  im m ediate assignm ent o f  
th e  expenditure a s  expense i s  no more th a n  c o r r e c t  a c c o u n tin g  
and no q u e s t io n  o f  c o n se rv a tism  i s  In v o lv ed  in  such t r e a tm e n t .  
I t  i s  t r u e  t h a t  i n  th e  ca se  o f  some e x p e n d itu re s  f o r  rem odeling  
and r e a r r a n g in g  f a c i l i t i e s  i t  w i l l  be d i f f i c u l t  to  d e te rm in e  
the te rm  o f  b e n e f i t  w ith  a b s o lu te  a c c u ra c y , A s im i la r  d i f f i ­
c u l ty  i s  en co u n te red  i n  co n n e c tio n  w ith  many e x p e n d itu re s  
n sd e  more d i r e c t l y  f o r  ta n g ib le  f a c i l i t i e s ,  The e x is te n c e  o f  
such  a d i f f i c u l t y  I s  n o t J u s t i f i c a t i o n  f o r  a broad p o l ic y  o f 
ch a rg in g  a l l  such e x p e n d itu re s  Im m ediate ly  to  expense.
Many a c c o u n ta n ts  to d ay  m a in ta in  t h a t  c e r t a in  e x p e n d itu re s  
f o r  rem odeling  and rearran g em en t sh o u ld  be c a p i ta l i z e d .
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However, th e s e  a c c o u n ta n ts  d i f f e r  a s  to  th e  f a c to r s  which 
sh o u ld  be co n s id e re d  in  d e c id in g  about th e  c a p i t a l i z a t i o n  o f 
a g iv en  ex p en d itu re*  Some im ply t h a t  i t  i s  th e  s iz e  o f  th e  
ex p e n d itu re  w hich  i s  th e  d e te rm in in g  f a c t o r ;  i f  th e  expendi­
tu r e  i s  s u b s t a n t i a l  in  amount i t  shou ld  be c a p i t a l i z e d .^  
O th er a c c o u n ta n ts ,  ta lc in g  a more re a so n a b le  approach* base 
t h e i r  d e c is io n  on th e  e f f e c t  t h a t  such e x p e n d itu re s  w i l l  
h a re  on f u tu r e  o p e ra tio n s*  JTor exam ple, Oilman s t a t e s  th a t  
an e x p e n d itu re  shou ld  be c a p i ta l i z e d  i f  i t  I s  made w ith  th e  
e x p e c ta t io n  o f  in c re a s in g  th e  e f f ic ie n c y  o r  e a rn in g  power o f  
th e  e n te r p r is e * ^  In  s im i la r  v e in ,  o th e r  a c c o u n ta n ts  su g g e s t 
t h a t  an e x p e n d itu re  sh o u ld  be c a p i ta l i z e d  i f  i t  r e s u l t s  in  
in e re a s e d  p r o f i t s  in  f u tu r e  p e r io d s ,  th e  In c re a s e  being  th e  
r e s u l t  o f  an in c re a s e  in  p r o d u c t iv i ty  o r  a d e c re a se  in  c o s ts  
b ro u g h t abou t by th e  e x p e n d i tu r e .3 K es te r  seems to  p la c e  
p rim a ry  em phasis on th e  c o s t - c u t t i n g  e f f e c t s  o f  th e  expendi­
t u r e . ^  The e ssen c e  o f  th e s e  views seems to  be th a t  rem odel­
in g  and rea rran g em en t e x p e n d itu re s  a re  p ro p e r ly  c a p i ta l i z a b le
3Contem porary A ccounting;, Ch. 7 , p .  13*
O ilm a n , o p . c i t * . p .  485*
5wa b a s ic  c o n s id e r a t io n  i s  t o  d e te rm in e  w hether c o s ts  o f 
t h i s  k in d  w i l l  r e s u l t  in  more e f f i c i e n t  o p e ra t io n , le s se n e d  
c o s ts  o f  p ro d u c tio n , and hence In c re a se d  p r o f i t s *  I f  such 
a p p e a rs  re a s o n a b ly  a c h ie v a b le , such c o s ts  may p ro p e r ly  be 
am o rtized  o v e r  a number o f acco u n tin g  p e r io d s ,"  Thomas Iff* 
B yrnes, K* Lannsau B aker, and C, Aubrey Sm ith , A u d itin g  (New 
York: The Honald P re s s  Company, 1 943), P* 350.
6 " I t  sh o u ld  be n o ted  t h a t  o n ly  m a te r ia l  changes o f  t h i s  
k ind  shou ld  be c a p i ta l iz e d  and th e n  o n ly  i f  t h e i r  e f f e c t i v e ­
n e s s  in  c u t t in g  c o s ts  ex ten d s beyond th e  c u r re n t  p e r io d * " 
K e s te r ,  Advanced A ccoun ting , p . 22.
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i t  th e y  r e s u l t  l a  b r in g in g  ab o u t g r e a te r  p r o f i t s  in  fu tu re  
p e r io d s ,
A w eakness In  th e  above view s i s  t h a t  th e y  te n d  to  o ver­
lo o k  th e  f a c t  t h a t  some rem o d e lin g  and rea rran g em en t expendi­
t u r e s  a r e  n o t made w ith  any e a p e c ta t io a  t h a t  f u tu r e  p r o f i t s  
w i l l  be in c re a s e d  th e re b y , b u t a re  made f o r  th e  p u rpose  o f 
m a in ta in in g  th e  p r e s e n t  p r o f i t  l e v e l  o r  f o r  th e  pu rpose  o f  
p re v e n t in g  a g r e a t e r  d e c lin e  i n  p r o f i t s  th an  would be th e  
e a se  i f  th e  e x p e n d itu re s  w ere n o t made, f o r  exam ple, in  
m in ing  o p e ra t io n s  i t  i s  o f te n  n e c e ss a ry  to  move equipm ent to  
new lo c a t io n s  b ecau se  o f  th e  n a tu re  o f  th e  e x t r a c t iv e  a c t i v i ­
t i e s .  I n  such  c a s e s ,  o p e ra t in g  c o s ts  may n o t th e re b y  be de­
c re a s e d ;  th e  r e v e r s e  w i l l  o f te n  be th e  ca se  because  o f  m ining 
a t  g r e a t e r  d e p th s . P r o f i t s  o f  f u tu r e  p e r io d s  may s t e a d i l y  
d e c l in e  because  o f  such  in c re a s e d  o p e ra t in g  c o s t s ,  b u t ,  a s  a 
r e s u l t  o f  th e  r e lo c a t io n  e x p e n d itu re s , th ey  d e c l in e  l e s s  than  
th e y  would i f  the  r e lo c a t io n  e x p e n d itu re s  were n o t made.
C le a r ly  in  such  a c a se  th e  fu tu re  p e r io d s  a re  r e c e iv in g  b e n e f i t s  
from  th e  r e lo c a t io n  e x p e n d itu re s , and i f  a p ro p e r  m atch ing  o f 
c o s ts  and rev en u es I s  to  be m a in ta in ed  th e s e  e x p e n d itu re s  
sh o u ld  be c a p i ta l i z e d  when in c u rre d  and shou ld  th e n  be ass ig n ed  
a s  expense o v er th e  f u tu r e  p e r io d s  r e c e iv in g  th o s e  b e n e f i t s .
In  th e  l i g h t  o f  th e  fo re g o in g  d is c u s s io n ,  th e  fo llo w in g  
recom m endations a s  t o  th e  problem  o f  c a p i t a l i z a t i o n  o f  r e ­
arrangem en t and rem o d e lln g  e x p e n d itu re s  a re  o f fe re d ;  Expendi­
t u r e s  o f  t h i s  ty p e  sh o u ld  be judged on t h e i r  in d iv id u a l  m e r i t s .  
$o p o l ic y  p ro v id in g  f o r  th e  a r b i t r a r y  w r i t e - o f f  o r  th e
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a r b i t r a r y  c a p i t a l i z a t i o n  o f  a l l  e x p e n d itu re s  o f  t h i s  ty p e  
sh o u ld  ba fo llo w e d . E x p en d itu re s  w hich a re  re a so n a b ly  ex­
p e c te d  t o  a f f e c t  f u tu r e  p e r io d s  l a  a fa v o ra b le  way shou ld  
be c a p i ta l iz e d *  B e n e f i ts  may be r e a l i z e d  by f u tu r e  p e r io d s  
i a  s e v e r a l  ways: o p e ra t in g  c o s ts  may be red u ced , increase©
i n  o p e r a t in g  c o s ts  may be p re v e n te d  o r  c u r t a i l e d ,  p roduc­
t i v i t y  may be in c re a s e d ,  o r  d e c re a s e s  in  p r o d u c t iv i ty  (which 
would o th e rw ise  n o rm ally  o c c u r)  may be p re v e n te d  o r  c u r t a i l e d .  
E x p e n d itu re s  w hich  re n d e r  no suoh b e n e f i t s  to  fu tu re  p e r io d s  
sh o u ld  n o t be c a p i ta l iz e d *  I f  th e y  re n d e r  b e n e f i t s  f o r  th e  
c u r r e n t  p e r io d  a lo n e  th e y  sh o u ld  be reco g n ized  as  expenses of 
t h a t  p e r io d .  E x p en d itu re s  which re n d e r  no suoh benefit©  
sh o u ld  be reco g n ized  im m ed ia te ly  a© lo s s e s .  M  a r b i t r a r y  
w r i t e - o f f  o f  e x p e n d itu re s  w ith o u t re g a rd  t o  th e  benefit©  to  
be d e r iv e d  from  them  i s  n o t j u s t i f i e d ,  even In  an (u n su ccess­
f u l )  a t te m p t to  b e  co n se rv a tiv e *
A m o rtiza tio n  B a s is
Where rem odeling  and rea rran g em en t e x p e n d itu re s  have 
been c a p i t a l i z e d ,  th e  q u e s tio n  im m ed ia te ly  a r i s e s  as to  th e  
su b seq u en t a m o r tiz a t io n  o f  th e  amounts c a p ita l iz e d *
Some a c c o u n ta n ts  ad v o ca te  th e  use o f  an a r b i t r a r y  b a s is  
f o r  th e  a m o rtiz a t io n  o f  e x p e n d itu re s  o f  t h i s  type* R a s te r ,  
f o r  exam ple, ad v o ca tes  t h a t  th e  c o s t  o f  r e a r ra n g in g  m achinery  
be w r i t t e n  o f f  as  r a p id ly  as p o s s i b l e T o  fo llo w  such an 
a r b i t r a r y  p ro ced u re  in  th e  tre a tm e n t o f  j u s t i f i a b l e  re a r ra n g e -
7lbid.. p. 314*
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M a t  e x p e n d itu re s  i s  c l e a r ly  a v io la t io n  o f th e  concept o f  
m atch ing  o o a ts  and rev en u es and c o n s t i tu t e s  d e l ib e r a te  manipu­
l a t i o n  o f  p r o f i t s *  No j u s t i f i c a t i o n  i s  o f fe re d  by th e  acco u n t­
a n ts  who ad v o ca te  suoh p rocedure*  a lth o u g h  th e re  i s  some 
im p l ic a t io n  to  th e  e f f e c t  th a t  a speedy w r i t e - o f f  o f  such  
e x p e n d itu re s  i s  c o n s e rv a tiv e *  (O b jec tio n s  to  th e  p r a c t i c e  of 
co n se rv a tism  in  t h i s  manner have been ex p ressed  e a r l i e r  in  
t h i s  s tu d y  and need  n o t  be re p e a te d  a t  t h i s  p o in t . )
The p ro p e r  b a s is  f o r  a m o r tis a t io n  o f  rem odeling and 
rea rran g em en t e x p e n d itu re s  i s  c lo s e ly  r e l a t e d  t o  th e  b a s is  
w hich j u s t i f i e s  t h e i r  c a p i t a l i z a t i o n  in  th e  f i r s t  p la c e .
The p u rp o se  o f  c a p i t a l i z a t i o n  i s  to  make p o s s ib le  the  a s s ig n ­
ment o f  th e  e x p e n d itu re s  as expense in  f u tu re  p e r io d s  which 
d e r iv e  b e n e f i t s  th e re fro m . The a m o r tiz a t io n  program  which 
p ro v id e s  f o r  th e  p e r io d ic  assignm ent o f  th e  c a p i ta l i z e d  
amounts should* th e re fo re *  be d es ig n ed  in  such  a way th a t  
th e  expense w i l l  be a s s ig n e d  to  th o se  p e r io d s  which re c e iv e  
th e  b e n e f i ts *  r e g a r d le s s  o f  how la rg e  o r  how sm a ll th e  p r o f i t s  
o f  th e  p e r io d s  may b e .
I t  m ust be ad m itted  th a t  in  many in s ta n c e s  th e  p r e c is e  
d e te rm in a t io n  o f  th e  term  o f  b e n e f i t s  a r i s in g  from some ex­
p e n d i tu re s  o f  t h i s  ty p e  w i l l  be d i f f i c u l t .  S ev e ra l f a c to r s  
may need to  be c o n s id e re d . In  many cases* th e  l i f e  o f  th e  
t a n g ib le  f a c i l i t y  in  co n n ec tio n  w ith  which th e  ex p en d itu re  
was xiade w i l l  be th e  g o v ern in g  f a c to r  in  d e te rm in in g  th e  te rm  
o f  b e n e f i t  a r i s in g  from  th e  e x p e n d itu re . For example* th e  
c o s t  o f  re a r ra n g in g  and r e i n s t a l l i n g  m achinery shou ld  be 
am o rtized  o v e r  th e  l i f e  o f  th e  m achinery  i f  i t  i s  b e lie v e d
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t h a t  th e  m ach inery  w i l l  c o n tin u e  in  use  i n  th a t  arrangem ent 
f o r  th e  rem a in d e r o f  i t s  u s e fu l  l i f e  to  th e  e n te rp r is e #  In  
many o ases  th e  te rm  o f  b e n e f i t  from  a rem o d e lin g  o r  re a r ra n g e ­
ment e x p e n d itu re  may be much l e s s  th an  th e  l i f e  of th e  
ta n g ib le  f a c i l i t y  in v o lv e d . For example, m ining m achinery 
may have to  be r e lo c a te d  s e v e r a l  tim e s  d u r in g  th e  cou rse  o f  
i t s  u s e fu l  l i f e #  In  suoh c a s e s ,  th e  r e lo c a t io n  e x p e n d itu re s  
sh o u ld  be am o rtized  on th e  b a s is  o f  the ex p ec ted  term  e x p ir ­
in g  betw een r e lo c a t io n s #  L ik ew ise , rem odeling  e x p e n d itu re s  
on r e n t a l  p ro p e r ty  a r e  o f te n  o f  a s p e c ia l  n a tu re  to  s a t i s f y  
th e  demands o f  a p a r t i c u l a r  te n a n t  and shou ld  th e re fo re  be 
am o rtized  o v e r  th e  expected  te rm  o f  oooupancy by th a t  te n an t#  
E x p e n d itu re s  f o r  g e n e ra l  m o d e rn iz a tio n  and " f a c e - l i f t i n g "  
o f  b u i ld in g s  may have to  be  re p e a te d  s e v e ra l  tim es  d u rin g  
th e  l i f e t im e  o f  th e  b u ild in g s#
A lthough i t  i s  o f te n  d i f f i c u l t  to  d e term ine  th e  ex ac t 
number o f  p e r io d s  r e c e iv in g  b e n e f i t s  from  rem odeling  and 
rea rran g em en t e x p e n d itu re s  and to  am o rtize  th e  ex p en d itu re s  
on th a t  b a s i s ,  th e  d i f f i c u l t y  does n o t w a rra n t com plete 
abandonment o f  th e  a ttem p t and th e  s u b s t i tu t i o n  o f  an a r b i ­
t r a r y  method o f  a m o r tiz a t io n . An a m o rtiz a tio n  program  de­
s ig n e d  to  a s s ig n  th e  expense on th e  b a s is  o f  th e  e s tim a te d  
te rm  o f  u s e fu ln e s s ,  even th o u g h  th e  e s tim a te  la c k s  th e  p r e ­
c i s io n  w hich m ight be d e s i r e d ,  w i l l  norm ally  r e s u l t  in  a more 
a c c u ra te  m atching  o f  c o s ts  and revenues th an  w i l l  one which 
a s s ig n s  th e  expense on some a r b i t r a r y  b a s is .
Recording the c a p it a l iz a t io n : In  d ea lin g  w ith  rearrange-
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ment and remodeling expend itures which should be c a p ita liz e d ,  
accountants today do not agree com pletely  a® to  the manner 
In which the expenditures should be entered  in  the accounting  
records* Some lea d in g  w r ite r s  in  the f i e ld  m aintain  th a t  
such expend itures should be recorded as d eferred  charges, o r , 
i f  th e  term  o f  b e n e fit  i s  r e la t iv e ly  sh o r t, as prepaid ex­
penses*® Other acoountants m aintain  th a t such expenditure®  
should be id e n t i f ie d  c le a r ly  w ith  th e  ta n g ib le  f a c i l i t y  to  
which th e y  r e la te *  They should th erefo re  be c a p ita liz e d  in  
th e  property account i t s e l f  or in  a s p e c ia l  account which 
w i l l  be a s so c ia te d  w ith  th e p roperty  account*9 By so doing, 
i t  i s  p o s s ib le  to  report d e a r l y  the c o s ts  which r e la t e  to  
th e  variou s f a c i l i t i e s  cu rren tly  in  use*
The accountants who advoeate c a p ita l iz a t io n  o f  remodeling 
and rearranging exp en d itu res as d eferred  charges o f fe r  a 
stran ge exp lan ation  fo r  th e ir  aversion  to  c a p ita l iz a t io n  in  
th e  s p e c i f i c  p roperty  account. Finney, fo r  example, s ta te s
®Holmes and Meier s ta te  th a t suoh expenditures should  
be charged to  expense when incurred or should be s e t  up a® 
d eferred  charges to  operations* Holmes and M eier, op a c i t . , 
P . 527.
Hewlove, Smith and White su ggest th at th ese  expendi­
tu r es  should be recorded in  s p e c ia l  accounts as prepaid  
expenses which are then to  be w r itten  o f f  rapidly* Hewlove, 
Smith and W hite, op. c i t *. p . 117.
Finney, in  speaking o f  r e in s ta l la t io n  c o s t s ,  s ta te s :  
"The b est procedure, th e r e fo r e , seems to be to  carry forward 
th e  expense as a deferred  charge to be w ritten  o f f  over  
fu tu re  p eriod s which w i l l  be b en efited  by the in s ta lla t io n * "  
H. A. F inney, P r in c ip le s  o f  Acoounting- Introduotory (Third 
E d itio n ; Hew Yorks P r e n t lc e -H a ll, I n c . ,  1948), P« 389.
9paton and Paton, 0£ . c i t . , p . 205.
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t h a t  w**. th e  r e i n s t a l l a t i o n  expense cannot p ro p e r ly  he 
charged  t o  th e  p ro p e r ty  a c co u n t, because t h a t  accoun t has 
a l r e a d y  been d e b i te d  w ith  one i n s t a l l a t i o n  charge
i t  i s  q u i te  e o r r e e t  to  m a in ta in  th a t  b o th  i n s t a l l a t i o n  
c o s ts  sh o u ld  n o t be r e f l e c t e d  in  th e  p ro p e r ty  accoun t con­
c u r r e n t ly ,  inasm uch as o n ly  one i s  o r d in a r i ly  e f f e c t iv e  in  
r e n d e r in g  c u r r e n t  b e n e f it*  I t  i s  q u ite  i n c o r r e c t ,  however, 
to  m a in ta in ,  as  im p lie d  in  th e  above q u o ta t io n , th a t  d u a l 
c a p i t a l i z a t i o n  i s  any l e s s  o b je e t io n a b le  i f  th e  second in ­
s t a l l a t i o n  e x p e n d itu re  i s  c a p i t a l i z e d  in  a d e fe r r e d  charge 
account*  To s e t  up an e x p e n d itu re  i n  a d e fe r re d  charge 
acco u n t i s  no l e s s  c a p i t a l i z a t i o n  th a n  I s  a d i r e c t  d e b i t  to  
a p ro p e r ty  accoun t*
The problem  o f  d u a l c a p i t a l i z a t i o n  o f  c o s ts  such as 
i n s t a l l a t i o n  e x p e n d itu re s  w i l l  n ev e r  be a problem  i f  a l l  
such  e x p e n d itu re s  a r e  g iven  p ro p e r  trea tm en t*  Under id e a l  
c o n d i t io n s ,  th e  a m o r t iz a t io n  o f  p re c e d in g  e x p e n d itu re s  w i l l  
be com pleted  by th e  tim e  succeed ing  e x p e n d itu re s  become 
n ecessary *  # o r exam ple , assume t h a t  m ining equipm ent has 
j u s t  been p u rch ased  and in s ta l l e d *  The i n s t a l l a t i o n  c o s t s ,  
#600, i s  re c o rd e d  a s  p a r t  o f  th e  equipm ent cost*  Assume 
f u r t h e r  th a t  t h i s  equipm ent w i l l  have to  b e  r e lo c a te d  every  
th r e e  y e a rs  In  o rd e r  to  keep i t  n e a r  th e  a re a  o f  a c t i v e  work*
10y in n e y , op* c i t *. p .  389*
Holmes and M eier a ls o  s t a t e  th e  c a p i t a l i z a t i o n  o f  r e -  
i n s t a l l a t i o n  c o s ts  in  th e  p ro p e r ty  accoun t would be in c o r r e c t  
because  th e  o r i g i n a l  c o s t  o f  i n s t a l l a t i o n  h as  a lre a d y  been 
c a p i ta l i z e d  in  th a t  manner* Holmes and M eier, ag>. c i t ** 
p . 527-
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I n  t h i s  c a s e  i t  i a  c l e a r  th a t  th e  i n i t i a l  i n s t a l l a t i o n  c o s t 
o f  #600 sh o u ld  he am o rtized  as  expense o v er th e  f i r s t  th r e e  
y e a r s ,  even th o u g h  th e  rem ain ing  p o r t io n  o f  th e  equipm ent c o s t 
i s  be in g  d e p re c ia te d  o v e r  a muoh lo n g e r  term * I f  suoh t r e a t *  
m eat i s  g iv en  t o  th e  #600 ite m , a t  th e  end o f  t h e  f i r s t  th r e e  
years no p a r t  o f  i t  w i l l  rem ain on th e  books*11 The c o s t o f  
r a i n s t a l l a t i o n  can  th e n  be reo o rd ed  w ith o u t f e a r  o f  d u a l 
c a p i t a l i z a t i o n  o f  i n s t a l l a t i o n  c o s t s .  The r e i n s t a l l a t i o n  
c o s t  sh o u ld  th e n  be am o rtized  o ver i t s  e s tim a te d  u s e fu l  l i f e  
(three y e a r s ,  i n  t h i s  e a s e ) ,  and t h i s  p ro ced u re  would be 
repeated with each  r e lo c a t io n  o f  th e  equipm ent*12
I t  m ust be ad m itte d  t h a t  d i f f i c u l t i e s  may be encoun tered  
in  some e a s e s  in  ap p ly in g  th e  p ro ced u re  d e s c r ib e d  above*
Often I t  may be d i f f i c u l t  to  f o r e t e l l  p r e c i s e ly  th e  term  o f  
benefit o f  a given rem odeling  o r  rearran g em en t ex p en d itu re*
^ I f  th e  p e r io d ic  a m o r tiz a t io n  o f  th e  #600 has been in *  
e lu d ed  in  t h e  amount reo o rd ed  a s  d e p re c ia t io n  on the  equip* 
meat and i f  t h i s  p e r io d ic  d e p r e c ia t io n  has been c r e d i te d  to  
a v a lu a t io n  acco u n t such as  H eserve fo r  D ep rec ia tio n -B q u ip *  
m an t, th e  #600 w i l l  o f  co u rse  s t i l l  be r e f l e c te d  in  th e  
p ro p e r ty  aceount and w i l l  be e x a c t ly  o f f s e t  by th e  #600 
credit in  th e  v a lu a tio n  a c c o u n t. At th e  tim e th e  m achine i s  
r e lo c a te d  an e n t r y ,  d e b i t in g  th e  v a lu a tio n  accoun t and 
c r e d i t in g  th e  p ro p e r ty  acco u n t f o r  #600, shou ld  be made to  
remove th e  e f f e c t s  o f  th e  o ld  i n s t a l l a t i o n  c o s t  com plete ly  
from b o th  accoun ts*  In  th e  above exam ple i t  i s  assumed t h a t  
no p a r t  o f  th e  i n i t i a l  i n s t a l l a t i o n  work f a c i l i t a t e s  any 
su b seq u en t r e i n s t a l l a t i o n .
12I t  m ight be n o ted  a t  t h i s  p o in t  th a t  i f  th e  c o s t  o f  
d ism a n tl in g  o r  rem oving th e  equipm ent from  a g iv en  i n s t a l l a ­
t i o n  base  i s  o f  m a te r ia l  amount, p ro v is io n  shou ld  be made 
f o r  t h i s  in  th e  p e r io d ic  d e p re c ia t io n  charge on th e  equipm ent. 
I n  t h i s  way, each term  o f  t h r e e  y e a rs  should  be charged  w ith  
th e  c o s t  o f  i n s t a l l i n g  th e  equipm ent a t  th e  b eg in n in g  o f  th e  
te rm  and th e  c o s t  o f  d ism oun ting  i t  a t  th e  end o f th e  term  
so  t h a t  i t  can  th en  be r e lo c a te d .
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T h is  d i f f i c u l t y  does n o t j u s t i f y  th e  ad o p tio n  o f  an a l t e r n a ­
t i v e  p ro ced u re  which does n o t r e s u l t  in  a p ro p e r  m atching  o f 
c o s ts  and revenues*  In  some o ases i t  w L ll be found th a t  th e  
e n t i r e  amount o f  an i n i t i a l  e x p e n d itu re  has n o t been am o rtised  
a t  th e  t im e  a su cceed in g  e x p e n d itu re  i s  made* The unam ortized  
p o r t io n  o f  th e  o ld  ex p e n d itu re  may be compared w ith  th e  un­
d e p re c ia te d  b a lan ce  o f an a s s e t  w hich i s  being  rep laced*
(The t r e a tm e n t  o f  suoh b a la n c e s  was d is c u s se d  in  th e  p rece d in g  
c h a p te r  o f  t h i s  s tu d y  and need n o t be re p e a te d  a t  t h i s  p o in t . )
I n  re c o rd in g  e x p e n d itu re s  f o r  rem o d elin g , i n s t a l l a t i o n ,  
r e i n s t a l l a t i o n ,  and re a r r a n g in g  f a c i l i t i e s  I t  w i l l  o f te n  be 
w ise  to  r e c o rd  th e  e x p e n d itu re s  i n  s p e c ia l  a c c o u n ts , appro­
p r i a t e l y  c a p tio n e d , e s p e c ia l ly  i n  th e  case  o f  th o se  expendi­
t u r e s  w hich a re  n o t ex p ec ted  to  y ie ld  b e n e f i t s  f o r  a te rm  
a s  lo n g  a s  th e  p ro p e r ty  ite m  to  w hich th e y  r e l a t e *  The use 
o f  su ch  s e p a r a te  a c co u n ts  w i l l  f a c i l i t a t e  th e  p ro p e r  a m o rti­
z a t io n  o f  th e  e x p e n d itu re s  and t h e i r  com plete rem oval a t  th e  
tim e  th e y  become su p ersed ed  by s im i la r  ex p en d itu res*  These 
s e p a r a te  ac co u n ts  shou ld  n o t be r e p o r te d  in  a d e fe r re d  charge 
s e c t io n  on th e  b a la n c e -s h e e t*  I n s te a d ,  th e y  shou ld  be added 
to  th e  amount shown f o r  th e  s p e c i f i c  f a c i l i t i e s  to  which th ey  
r e l a t e  so  t h a t  a p ro p e r  s ta te m e n t o f  th e  c o s t  o f  th e  f a c i l i t i e s  
c u r r e n t ly  i n  use  w i l l  be p re se n ted *
mmm s
BOND DISCOUNT M S ) CALL PRBMXUM
D iscoun t on o u ts ta n d in g  bonds p ay ab le  and unamorfcized 
d is c o u n t  and c a l l  premium r e l a t i n g  to  bonds which have been 
re fu n d ed  a r e  commonly t r e a t e d  a s  d e fe r re d  ch a rg es  in  c u r r e n t  
a c c o u n tin g  p r a c t i c e .  The f i r s t  o f  th e s e  item s i s  d isc u sse d  
in  th e  f i r s t  s e c t io n  o f  t h i s  c h a p te r .  The l a t t e r  two* because  
o f  t h e i r  r e la t io n s h ip  to  each  o th e r*  a r e  d is c u s se d  to g e th e r  
in  th e  second  s e c t io n  o f  th e  c h a p te r .
UNANDBTIZSD DISCOUNT ON OUTSTANDING BONDS
The N a tu re  o f  U ham ortized D iscount on O u tstan d in g  Bonds
D isco u n t on bonds p a y a b le  a r i s e s  whenever th e  m a tu r i ty  
amount o f  bonds is s u e d  exceeds th e  amount re c e iv e d  from  th e  
p u rc h a s e r s .  The amount by w hich th e  m a tu r i ty  amount exceeds 
th e  p ro cee d s  i s  th e  i n i t i a l  d is c o u n t .  For example* i f  o n ly  
#8 8 ,5 3 0 .0 8  i s  r e c e iv e d  upon th e  is s u a n c e  o f  $100*000 (m a tu ri­
t y  amount) o f  bonds* th e  i n i t i a l  d isc o u n t on th e  is s u a n c e  i s  
♦11,439.92.
D iscount on bonds a r i s e s  as  a r e s u l t  o f a d i f f e re n c e  
betw een th e  m arket i n t e r e s t  r a t e  p r e v a i l in g  a t  th e  tim e  of 
is s u a n c e  and th e  nom inal i n t e r e s t  r a t e  s t a t e d  in  th e  bond 
c o n t r a c t .  I f  th e  m arket r a t e  i s  g r e a t e r  th a n  th e  nom inal 
ra te *  th e  bonds w i l l  be is s u e d  a t  a d is c o u n t .  The d isc o u n t 
w i l l  r e s u l t  i n  an e f f e c t iv e  i n t e r e s t  r a t e  co rresp o n d in g  to  
th e  p r e v a i l in g  m arket r a t e  a t  th e  tim e  o f  is s u a n c e . In  th e
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example g iv e n  above i t  was assumed t h a t  th e  p r e v a i l in g  I n t e r e s t  
r a t e  was 6%  and th e  bonds b e in g  is s u e d  were 2 0 -y e a r , 5% bonds 
( i n t e r e s t  p ay ab le  a n n u a l ly ) .  The is s u a n c e  o f  th e s e  bonds f o r  
#8df 53G*08 w i l l  r e s u l t  i n  a y ie ld  o f  6$  to  th e  in v e s to r  and 
l ik e w is e  an  e f f e s t i v e  i n t e r e s t  expense o f  6$ to  th e  i s s u e r .
Most a c c o u n ta n ts  to d ay  advocate  th e  p e r io d ic  a m o r tis a t io n  
o f  bond d is c o u n t .  Suoh an a m o r tiz a t io n  program  c a l l s  f o r  
th e  a ss ig n m en t o f  a p a r t  o f  th e  d isc o u n t as expense each 
p e r io d .  The amount a s s ig n e d  a s  expense i s  o f te n  in c lu d e d  
i n  t h e  amount r e p o r te d  as i n t e r e s t  expense* By unam ortized  
d is c o u n t i s  meant t h a t  p a r t  o f  th e  I n i t i a l  d is c o u n t w hich, 
a s  o f  a g iv e n  tim e* h as  n o t been a s s ig n e d  as expense.
The A ccoun ting  T reatm en t o f  D iscount on O u ts tan d in g  Bonds
T here i s  a d i f f e r e n c e  o f  o p in io n  among a c c o u n ta n ts  to d ay
as  t o  th e  p ro p e r  t r e a tm e n t to  be g iv en  to  bond d isco u n t*  A
few a c c o u n ta n ts  ad v o ca te  w r i t in g  i t  o f f  im m ed ia te ly . The
m a jo r i ty  o f  a c c o u n ta n ts , how ever, recommend th a t  i t  be s e t
up i n  an a p p r o p r ia te ly  c a p tio n e d  acco u n t and th e n  am ortized
«
a s  expense p e r io d ic a l ly  o v er th e  l i f e  o f  th e  bond I s s u e .
One o f  th e  argum ents advanced by th o se  a c co u n ta n ts  who
m a in ta in  t h a t  bond d is c o u n t sh o u ld  be w r i t te n  o f f  a t  th e  tim e
I t  i s  in c u r re d  has been ex p ressed  by MaoNeal as fo llo w s :
"Bond d is c o u n t ,  on th e  o th e r  hand , does n o t 
r e p r e s e n t  a l e g a l  c la im  f o r  a n y th in g , no r does 
i t  r e p r e s e n t  m a te r ia l  w ealth* I t  r e p re s e n ts  
m ere ly  a p re s e n t  s a c r i f i c e  o f cash  fo r  th e  
ex p ec ted  b e n e f i t  o f  f u tu r e  g a in ,  much a s  would 
th e  c o s t  o f  g o o d w ill. I f  an  i s s u e r  d e f a u l t s  i n  
th e  payment o f  i n t e r e s t ,  h i s  bonds may be de­
c la r e d  im m ed ia te ly  p ay ab le  a t  t h e i r  fa c e  am ounts,
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and no a t t e n t io n  w i l l  ba p a id  to  th e  d is c o u n ts  
a t  w hich th e y  may o r i g i n a l l y  haya boon sold*
I f  th e  i s s u e r  r e t i r e s  h i s  bonds b e fo re  m a tu r i ty ,  
he m ust pay t h e i r  fa c e  amounts p lu s  th e  premium 
s p e c i f ie d  In  th e  t r u s t  d eed , r e g a r d le s s  o f  
w h eth e r th e  bond® were o r i g i n a l l y  so ld  a t  a 
d isc o u n t*  At ev e ry  s te p  in  th e  l i f e  o f  a bond 
i s s u e ,  bond d isc o u n t w i l l  be ig n o re d . A f te r  i t s  
c r e a t io n  i t  w i l l  c e a se  t o  e x i s t ,  b o th  l e g a l l y  
and p r a c t i c a l ly *  I t  i s  n o t  a m a te r ia l  good, n o r 
does i t  r e p r e s e n t  a l e g a l  c la im  on anybody f o r  
e i t h e r  goods o r  s e rv ic e s*  I t  c a n n o t, th e r e f o r e ,  
be co n s id e re d  to  be a b a lan ce  s h e e t a s s e t . "1
MacHeal1 s  c o n c lu s io n  as  to  th e  p ro p e r  tre a tm e n t 1® t h a t  i t
sh o u ld  be  d o s e d  in to  c a p i t a l  su rp lu s * 2 In  l i n e  w ith  t h i s
tr e a tm e n t o f  th e  d is c o u n t ,  MaoHeal ad v o ca te s  t h a t  th e  l i a b i l i t y
f o r  bonds p a y a b le  be shown a t  th e  fa c e  amount and t h a t  i n t e r e s t
expense be r e p o r te d  a t  th e  nom inal r a th e r  th an  th e  e f f e c t iv e
amount*
The e s sen c e  o f  th e  above argum ent i s  t h a t  bond d isc o u n t 
i s  n o t  an  a s s e t  and t h a t  i t  sh o u ld  th e r e fo r e  be t r e a te d  as  
a c a p i t a l  lo s s  and w r i t t e n  o f f  to  c a p i t a l  s u r p lu s .  S ev era l 
w eaknesses may be n o te d  In  t h i s  re a s o n in g . As w i l l  be n o te d  
l a t e r  i n  t h i s  c h a p te r ,  i t  i s  q u ite  t r u e  t h a t  bond d isc o u n t 
i s  n o t an a s s e t*  However, th e  rea so n s  which MacHeal g iv e s  
a r e  n o t ,  i n  th e m se lv e s , s u f f i c i e n t  to  j u s t i f y  such a d e c is io n . 
As h as  been observed  e a r l i e r  in  t h i s  s tu d y , th e  f a c t  th a t  an
iM acH eal, c i t », p . 282*
2S tau b  su g g e s ts  a somewhat s im ila r  t r e a tm e n t .  " I f  a 
d i f f e r e n t  tre a tm e n t o f  unam ortlzed  d is c o u n t be d e s ire d  th an  
th e  c u r r e n t  p r a c t i c e  o f  in c lu d in g  i t  under th e  a s s e ts  h ead in g , 
an argum ent m ight p o s s ib ly  be made f o r  showing i t  as an un­
a l lo c a te d  d ed u c tio n  from  th e  a g g re g a te  c a p i ta l  and s u rp lu s  
b ecau se  o f  i t s  u n re a l iz a b le  n a tu r e ,  bu t c e r t a in ly  n o t a s  a 
d e d u c tio n  from  an h o n e s t- to -g o o d n e ss  l i a b i l i t y . ” W alter A. 
S tau b , "The Cost P r i n c i p l e , ” The A ccounting Review, XVII 
(1 9 4 2 ), 9 .
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Item  does n o t r e p r e s e n t  a m a te r ia l  good o r  a l e g a l  c la im  on 
anybody i s  no t*  a lone*  s u f f i c i e n t  to  deny a s s e t  s t a t u s  fo r  
su ck  an item * To m a in ta in  so i s  to  adop t a l iq u id a t io n  
a t t i t u d e  r a t h e r  th a n  a go ing  concern  ap p ro ach . In  ad d itio n *  
i t  may be n o ted  th a t  MaoMeal'a em phasis on what would happen 
i f  th e  bond i s s u e  does n o t  ru n  i t s  norm al co u rse  l ik e w is e  
i n d ic a t e s  a d e p a r tu re  from  th e  go ing  concern  a t t i tu d e *
Many a c c o u n ta n ts  to d ay  m a in ta in  th a t  bond d isc o u n t 
sh o u ld  n o t be w r i t t e n  o f f  im m edia te ly  bu t th a t  i t  shou ld  be 
s e t  up i n  an  a p p r o p r ia te ly  t i t l e d  account a t  th e  tim e th e  
bonds a re  I s s u e d  and sh o u ld  th e n  be am o rtised  s y s te m a tic a l ly  
o v e r  th e  l i f e  o f  th e  bonds* As a r e s u l t  o f  t h i s  a m o rtiz a t io n  
program * th e  i n i t i a l  d is c o u n t w i l l  be am o rtized  com plete ly  
by th e  tim e  th e  bonds m ature* The amount o f  th e  d isc o u n t 
a m o rtise d  each  p e r io d  i s  added to  th e  nom inal i n t e r e s t  ref­
l a t i n g  t o  th e  p e r io d  in  o rd e r  to  a r r i v e  a t  th e  t o t a l  t o  be 
r e p o r te d  a s  i n t e r e s t  expense each p erio d *  I f  th e  " s c i e n t i f i c 11 
method o f  a m o r tiz a t io n  i s  used* th e  i n t e r e s t  expense r e p o r te d  
each  p e r io d  w i l l  ln d io a te  th e  i n t e r e s t  expense on th e  b a s is  
o f  th e  e f f e c t iv e  i n t e r e s t  r a t e .  In  a c tu a l  p ra c t ic e *  however* 
many f irm s  u se  th e  s t r a i g h t - l i n e  method o f  a m o rtiz a tio n *  in  
w hich case  th e  p e r io d ic  I n t e r e s t  expense w i l l  be o n ly  an 
ap p ro x im a tio n  o f  th e  e f f e c t iv e  I n t e r e s t .
I f  th e  above p ro ced u re  i s  fo llow ed* a problem  a r i s e s  
w ith  r e s p e c t  to  th e  p r e s e n ta t io n  o f  unam ortlzed  d isc o u n t on 
s ta te m e n ts  p re p a re d  a t  any tim e between th e  Issu an ce  d a te  and 
th e  m a tu r i ty  d a te*  Many a c c o u n ta n ts  today  ad v o ca te  th e
130
p r e s e n ta t io n  o f  t h i s  ite m  as an a s s e t  i n  th e  d e fe r re d  charge 
s e c t io n  o f  th e  balanced-sheet *
The argum ent f r e q u e n t ly  advanced In  th e  a tte m p t to  show 
t h a t  bond d is c o u n t i s  an a s s e t  m a in ta in s  t h a t  bond d is c o u n t 
i s  r e a l l y  n o th in g  more th an  i n t e r e s t  p a id  in  advance, o r  
p re p a id  i n t e r e s t .  I t  may be p o in te d  o u t t h a t  th e  d is c o u n t 
a r i s e s  because  th e  i n t e r e s t  p ay ab le  d u rin g  th e  l i f e  o f  th e  
bonds a c c o rd in g  t o  th e  c o n t r a c t  r a t e  i s  l e s s  th a n  t h a t  which 
would be p a y a b le  i f  th e  e f f e c t iv e  i n t e r e s t  r a t e  w ere a p p lie d  
t o  th e  f a e e  amount o f  th e  bonds« To com pensate f o r  t h i s  
d e f ic ie n c y ,  th e  is s u in g  c o rp o ra t io n  i s  w i l l i n g  to  is s u e  bonds 
w hich have f a e e  amount i n  e x cess  o f  th e  amount re c e iv e d  from 
th e  p u rc h a s e r s .  Kef e r r in g  t o  th e  i l l u s t r a t i o n  g iven  e a r l i e r  
i n  t h i s  c h a p te r ,  #100,000 o f  bonds were Is su e d  in  exchange 
f o r  #£6 , 5 3 0 . 0 3 , th e  ex c e ss  o f  #11,439*92 b e in g  is s u e d  to  
com pensate th e  bondho lders  f o r  t h e i r  r e c e iv in g  i n t e r e s t  
d u r in g  th e  l i f e  o f  th e  bonds a t  a c o n t r a c t  r a t e  o f  5# r a th e r  
th a n  a t  th e  p r e v a i l in g  m arket r a t e  o f  6$, 3 T h is  $11,439*92, 
t h e r e f o r e ,  I s  r e a l l y  n o th in g  more th a n  an advance payment o f  
i n t e r e s t .
The p r i n c i p a l  w eakness i n  th e  above argument i s  I t s  
dependence on th e  n o t io n  o f  p re p a id  i n t e r e s t .  The f a l l a c y
3to em phasize th e  "prepaym ent* a s p e c t o f  th e  t r a n s a c t io n ,  
th e  is s u a n c e  o f  th e  bonds m ight be d iv id e d  In to  two p a r t s :  
p u rc h a s e rs  pay i n  #100,000 f o r  th e  bonds; th e  is s u in g  co rp o r­
a t io n  im m ed ia te ly  pays #11 ,439 .92  to  th e  bondholder© to  com­
p e n s a te  them  f o r  th e  i n t e r e s t  th e y  w i l l  n o t be p a id  d u r in g  
th e  te rm  o f  th e  bonds because  th e  c o n tra c t  r a t e  i s  l e s s  th a n  
th e  m arket r a t e .
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in  t h is  n o tio n  was d iscu ssed  in  Qh&pter XV o f t i l l s  study*  
Without rep ea tin g  that d isc u ss io n  a t  t h i s  p o in t , i t  i s  su f­
f i c i e n t  to  p o in t out th a t in  the case o f  th e  bond is s u e  
mentioned above, $8 8 , 530*08 i s  the amount a c tu a lly  borrowed 
by th e  is s u in g  corporation* Boring the term  o f  th e  bonds, 
tw enty annual payments o f  $$ ,000  each , t o ta l in g  $100 ,000  
w ill  be paid  by th e is s u in g  corporation  to  th e  bondholders*
At m atu rity  date an a d d it io n a l #100,000 w i l l  be p a id , making 
a t o t a l  o f  $200 ,000  paid  to  the bondholders by the is s u in g  
corporation* Of th e $200,000 p a id , $ 8 3 ,530*OB c o n s t itu te s  
a repayment o f  th e  amount o r ig in a l ly  borrowed, The remainder, 
$111,439*92, c o n s t itu te s  the t o t a l  I n te r e s t  over the twenty  
year tern* Of the l a t t e r  amount, $100,000 i s  paid in  annual 
in s ta llm e n ts  o f  $5 ,0 00  each on aocount o f the contract in te r e s t  
rate*  The rem ainder, $1 1 , 439*9 2 , which i s  th e  amount o f  the  
d isco u n t on th e  is su a n c e , i s  not paid u n t i l  th e  m aturity date* 
T herefore, in  th e  words o f  Pa ton and L it t le t o n , "Par from 
being prepaid * th e d iscou n t i s  unpaid in t e r e s t ,  th a t p o rtio n  
o f  th e  t o t a l  in t e r e s t  which w i l l  not be paid  u n t il  the date  
th e  bond i s  due*"^
A second argument i s  sometimes advanced in  an attempt 
to  J u s t i fy  the p resen ta tio n  o f  bond d iscount as a deferred  
charge (a s s e t )  item* This argument may be o u tlin ed  b r ie f ly  
as fo l lo w s . An expenditure which has been made w ith  the  
ex p ec ta tio n  o f rendering b e n e f its  to  fu ture p eriods i s  properly
^Paton and L it t le t o n ,  gg. c i t  * * p„ 39.
132
shown as an a s s e t*  An expenditure may aria® through the in ­
cu rrin g  o f  a l i a b i l i t y  as w e ll  as through th e  g iv in g  up o f  
an a s s e t  suoh as cash* d iscou n t oa the Issuance o f  bonds 
rep resen ts  the expenditure made to  ob ta in  th e p r iv i le g e  o f  
u sin g  the le a d e r ’ s  money a t  an in te r e s t  r a te  which i s  le s s  
than  th e  p r e v a ilin g  market rate*  Discount oa bonds i s  th ere­
fo r e  an a s s e t .^
Accountants who advance th e  above argument m a t  immedi­
a t e ly  p lead  g u i l t y  to  in c o n s is te n c y  in  th e ir  accounting fo r  
l i a b i l i t i e s *  Applying t h e ir  argument in  th e  case o f  th e  
bond is s u e  m entioned e a r l ie r  in  t h i s  chapter, i t  may be sa id  
th a t  #11,439*92 i s  the expenditure required  (a t date o f  
issu a n ce ) fo r  th e  p r iv i le g e  o f  borrowing a t a nominal r a te  
which i s  1% l e s s  than th e p r e v a ilin g  market rate*  In l ik e  
manner, i t  nay be sa id  th a t #100,000 (tw enty annual In te r e s t  
payments o f  $5*000 each) i s  th e  expenditure required fo r  the  
p r iv i le g e  o f  borrowing funds e t  a 5% rate* I f  i t  I s  argued 
th a t  th e  form er expenditure should b® recogn ised  a t the tim e  
o f  is su a n c e , i t  might a ls o  be argued th at the l a t t e r  expendi­
tu re be recogn ized  at the same tim e . To do s o , an a s s e t  o f  
# 1 0 0 ,0 0 0 , p o s s ib ly  d escrib ed  as Cost o f  Borrowing Funds at 5$» 
would be s e t  up a t the date o f  issuanoa and a l i a b i l i t y  o f  
s im ila r  amount, p o s s ib ly  d escrib ed  as Bond I n te r e s t  to  be Paid  
over  Twenty T ears, would a lso  be s e t  up* T et, those accountants
5fhe fo reg o in g  I s  a summary of the argument as presented  
by V ictor  2* Brink in  "Bond D iscount In the B a la n ce-sh eet , n 
The Journal o f  Accountancy. 11X11 (1941), 263-4*
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who advocate the re co g n itio n  o f  the former expenditure a t the 
tim e o f  issu a n ce  do not advocate s im ila r  re co g n itio n  o f the 
la t te r *  Instead* th e  m ajority  o f  them would s t o u t ly  m aintain  
th a t  the co n tra ct I n te r e s t  should he recognized on ly  on an 
accru al b a s is .  This in c o n s is te n c y  a r is e s  p rim arily  as a 
r e s u l t  o f  the fa i lu r e  o f  the above accountants to  adhere 
c a r e fu l ly  to  th e  concept o f  a measured con sid era tion  as the 
b a s is  fo r  reco rd in g  l i a b i l i t y  item s as w e ll  a s fo r  recording  
a s s e t  item s.
Sosa© accountants today  tahe a more lo g ic a l  view o f the 
issu a n ce  o f  bonds a t a d iscou n t than any o f  th o se  mentioned  
above. U n fortu n ately  they are in  th e  m inority* These account­
an ts m ainta in  th a t at th e time bonds are issued* th e  e f f e c t iv e  
amount o f  th e l i a b i l i t y ,  as in d ica ted  by the measured con sid er­
a t io n  in v o lv ed  In the issu a n ce  tra n sa c tio n , I s  th e  amount 
rece iv ed  from th e  purchasers*^ The d iffe r e n c e  between th a t  
amount and th e  amount payable a t  m aturity  under the bond 
co n tra ct i s  p art o f  the e f f e c t iv e  in te r e s t  which i s  n o t covered  
by th e  p e r io d ic  payment o f  nominal in t e r e s t  but which i s  
ev en tu a lly  paid  a t  the m aturity  date o f  th e  bonds. This 
amount i s  deemed to  accrue grad u ally  over the term o f  th e  
bonds so th a t  a t  m aturity  d a te , ju s t  before payment, the 
amount o f  the l i a b i l i t y  w i l l  be shown as the amount i n i t i a l l y  
borrowed p lu s  the accrued but unpaid e f f e c t iv e  I n te r e s t ,  the  
cum o f  which w i l l  correspond to  the face amount o f  the bond
^raton and L it t le t o n , op. c i t * , p . 3#*
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is s u e *  ( i n  a d d i t io n  to  th e  fo re g o in g  am ount, th©r© w i l l  a l s o  
fee aoorued  a t  t h e  m a tu r i ty  d a te  th e  c o n tr a c t  i n t e r e s t  f o r  th© 
f i n a l  i n t e r e s t  p e r io d # ) A% any d a te  betw een th e  is s u a n c e  
d a te  and th e  m a tu r i ty  d a te ,  th e  amount borrow ed to  d a te  i s  
th e  amount i n i t i a l l y  borrow ed p lu s  th e  p o r t io n  o f  th e  d is e c a n t 
w hich  h a s  aee ru ed  up t o  t h a t  time#
A common o b je c t io n  to  t h e  above p ro ced u re  i s  t h a t  th e  
ite m  fo r  bonds p ay a b le  i n  th e  l i a b i l i t y  s e c t io n  o f  th e  b alance*  
s h e e t  d o e s  n o t  show a l i a b i l i t y  eq u a l to  th e  f a c e  amount o f 
th e  bond i s s u e  u n t i l  th e  m a tu r i ty  d a te  i s  reached#  I t  say  be 
arg u ed  t h a t  a  r e p o r t in g  o f  th e  l i a b i l i t y  item  a t  a n  amount 
which i s  l e s s  th a n  th e  th e e  am ount o f  th e  bonds c o n s t i tu t e s  
a s  im proper u n d e rs ta te m e n t o f  l i a b i l i t i e s #  I t  m ust be ad m itte d  
th a t th e  is s u a n c e  o f  bonds a t  a  d is c o u n t  doea n o t o r d in a r i ly  
g iv e  th e  i s s u in g  c o rp o ra t io n  any r i g h t ,  l e g a l  o r  o th e rw is e f 
to  r e t i r e  th o s e  bonds l a t e r  f o r  l e s s  th a n  f a c e  amount# I t  
m ust a ls o  be ad m itted  th a t  th e  p re se n c e  o f  unantortiaed  d ie *  
count on o u ts ta n d in g  bonds does n o t r e l i e v e  th e  i s s u in g  c o r*  
p o ra t io n  o f  l i a b i l i t y  f o r  th e  payment o f  f u l l  f a c e  amount in  
th e  e v e n t o f  l iq u id a t io n *  B u t, from  th e  s ta n d p o in t o f  th e  
g o in g  co n c e rn  (and t h i s  s ta n d p o in t i s  g e n e ra l ly  accep ted  a s  
a b a s ic  elem ent in  t h e  a c c o u n tin g  s t r u c tu r e  to d a y ) ,  th e  fo c a l  
p o in t  f o r  th e  c o n s id e ra t io n  o f  bond r e t i r e m e n t  i s  th e  m aturity  
d a te  r a t h e r  th a n  an y  in te rm e d ia te  d a te*  To m a in ta in  t h a t  th e  
fa c e  amount o f  bonds which w ere is s u e d  a t  a d is c o u n t should 
be shown a s  th e  amount o f  th e  l i a b i l i t y  a t  a l l  t im e s  betw een 
th e  is s u a n c e  d a te  and th e  m a tu r i ty  d a te  c o n s t itu te s  an
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u n w arran ted  a d o p tio n  o f th e  l i q u i d a t i o n  a t t i t u d e  In  p re fe re n c e  
to  t h a t  o f  th e  g o in g  concern .
The fo llo w in g  co n c lu s io n s  w ith  r e s p e c t  to  th e  Issu an c e  
o f  bonds a t  a  d is c o u n t m y  b e  s ta te d *  Bonds a r e  is s u e d  a t  a 
d is c o u n t i f  th e  i n t e r e s t  r a t e  in  th e  bond c o n tra c t  i s  l e s s  
th a n  th e  m arket r a t e  p r e v a i l in g  a t  th e  tim e o f  is s u a n c e .
The discount on t h e  bonds r e p re s e n ts  th e  p o r t io n  o f  th e  
effective  i n t e r e s t  which w i l l  n o t be p a id  u n t i l  th e  m a tu r i ty  
date of th e  bonds* The amount borrow ed a t  th e  d a te  o f  is su an ce  
i s  the amount r e c e iv e d .  The amount borrowed g ra d u a lly  In c re a s e s  
over the te rm  o f  t h e  bonds a s  a r e s u l t  of th e  a c c ru a l  o r 
acom ilatioa o f  e f f e c t iv e  I n t e r e s t  w hich i s  p a y a b le  a t  m a tu r i ty  
(bond d is c o u n t) ,  f o r  b a la n c e -s h e e t  p u rp o se s , th e  amount o f 
the l i a b i l i t y  a t  t h e  d a te  o f  th e  s ta te m e n t sh o u ld  be re p o r te d  
as th e  amount borrowed a t  t h a t  d a te 7  I f  d e s ire d *  th e  f a c e  
amount o f  th e  o u ts ta n d in g  bonds may be  shown p a r e n th e t ic a l ly .  
Discount on bonds p ay a b le  i s  n o t I n t e r e s t  p a id  in  advance* 
nor does i t  r e p r e s e n t  any ex p e n d itu re  from  which fu tu re  
b e n e f i t s  may be d eriv ed *  The c l a s s i f i c a t i o n  o f  bond d isc o u n t 
as an a s s e t*  d e f e r r e d  charge o r o therw ise*  I s  n o t ju s t i f i e d *
UNAMORTIZED DISCOUNT AND CALL PREMIUM ON BONDS WHICH HAVE 
BEEN REFUNDED
The N atu re  g f  U nam ortlzed D iscoun t and C a ll Premium on
? I t  m ight be observ ed  th a t  suoh tre a tm e n t i s  c o n s is te n t  
w ith  th e  acco u n tin g  p ro ced u re  c u s to m a rily  fo llow ed  In  th e  
ca se  o f  bonds h e ld  a s  an investm ent*
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Refunds? Bonds
A bond i s s u e  i s  s a id  to  have been re fu n d e d  i f  i t s  re** 
t i  remen t  h as  been accom plished  th ro u g h  th e  is su a n c e  o f  new 
bonds* In  some o ases  th e  new bonds a re  I s su e d  d i r e c t l y  to  
th e  o ld  bondho lders  i n  exchange f o r  th e  o ld  bonds* I n  o th e r  
eases th e  new bonds a re  is s u e d  fo r  c a s h , w hich i s  th e n  used  
to  r e t i r e  th e  o ld  bonds*
R efund ing  may ta k e  p la c e  a t  th e  m a tu r i ty  d a te  o f  th e  
o ld  bonds* I f  th e  o ld  bonds can  be a c q u ire d  th ro u g h  open 
m arke t p u rc h a se s  o r  th ro u g h  th e  e x e r c is e  o f  a c a l l  p ro v is io n  
in  th e  bond In d e n tu re  , re fu n d in g  may ta k e  p la c e  a t  a d a te  
p r i o r  to  t h e  m a tu r i ty  d a t e  o f  th e  o ld  bonds* The r e t i r e m e n t  
o f  bonds a t  a  d a te  p r i o r  to  norm al m a tu r i ty  o f te n  n e c e s s i­
t a t e s  t h e  payment o f  a premium i n  a d d i t io n  to  t h e  f a c e  amount 
o f  th e  bonds* ( I n  th e  rem ain in g  d is c u s s io n  in  t h i s  c h a p te r ,  
premium a r i s i n g  i n  t h i s  way w i l l  be r e f e r r e d  t o  sim p ly  as 
c a l l  premium*)
I n  th e  e a se  o f  bonds o r i g i n a l l y  is s u e d  a t  a d is c o u n t ,  
custom ary  a c c o u n tin g  p ro o ed u re  to d a y  p ro v id e s  f o r  th e  
a m o r tiz a t io n  ( o r  accu m u la tio n ) o f  th e  d is c o u n t on th e  b a s is  
o f  th e  n o m a l l i f e  o f  t h e  bonds* T h e re fo re , i n  th e  even t suoh 
bonds a re  re fu n d ed  p r i o r  t o  norm al m a tu r i ty  d a te ,  a p o r t io n  
o f  th e  i n i t i a l  d is c o u n t w i l l  n o t  have been am o rtized  by th e  
tim e  th e  re fu n d in g  ta k e s  p lace*  ( In  th e  rem aining  d is c u s s io n  
i n  t h i s  c h a p te r ,  t h i s  p o r t io n  o f  th e  i n i t i a l  d isc o u n t w i l l  
be r e f e r r e d  t o  sim ply  as unam ortlzed  d isc o u n t* )
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Tiie fo llo w in g  example w i l l  s e rv e  to  i l l u s t r a t e  what i s  
m eant by each o f  th e  above te rm s and w i l l  a ls o  se rv e  as  an 
i l l u s t r a t i o n  t o  be  used  i n  th e  l a t e r  d is c u s s io n  in  t h i s  ch ap te r*  
Assume t h a t  a 3 0 -y ea r bond i s s u e  w ith  fa c e  amount o f  #100,000 
and a  c o n t r a c t  i n t e r e s t  r a t e  o f  5$ was f lo a te d  in  1930 f o r  
#94 ,0 0 0 , r e s u l t i n g  in  an i n i t i a l  d is c o u n t o f  #6,000* I n  1950, 
#2 ,000  o f  th e  d is c o u n t rem ains u nam ortised  and th e  c a r ry in g  
v a lu e  o f  th e  bonds I s  th e r e f o r e  #98 ,000 , At t h i s  tim e, a 
c a l l  p ro v is io n  i n  th e  o ld  bonds i s  e x e rc is e d  and th e y  a r e  
r e t i r e d  a t  103* The fu n d s  r e q u ir e d  t o  accom plish  t h i s  w ere 
p ro v id e d  by th e  is su a n c e  o f  $100,000 o f  4 $ , 2 0 -y ea r bonds a t  
p a r  and by #3,000 ta k e n  from  th e  g e n e ra l  c a sh  o f  th e  co rp o ra­
tio n *
S e v e ra l p o in t s  sh o u ld  be n o te d  i n  t h e  above case* The 
o ld  bonds a r e  re fu n d ed  p r i o r  to  t h e i r  m a tu r i ty  d a te*  In  th e  
re fu n d in g  o p e ra t io n , a t o t a l  o f  #103*000 was p a id  to  r e t i r e  
th e  o ld  bonds* The c a r ry in g  v a lu e  o f  t h e  o ld  bonds was 
#93 ,0 0 0  a t  th e  tim e th e y  w ere r e t i r e d *  The $5*000 p a id  in  
ex c ess  o f  th e  c a r ry in g  v a lu e  r e f l e c t s  two e lem en ts; th e  un~ 
am o rtized  d isc o u n t o f  #2 ,000 , and th e  c a l l  premium o f $3,000*
The A ccounting  T reatm en t o f U nam ortlzed Bond D iscoun t and 
C a ll  Pygmium on Befunded Bondi
The Committee on A ccounting I ro e e d u re  o f  th e  American 
I n s t i t u t e  o f  A ccoun tan ts h a s  re co g n ized  th a t  th re e  d i f f e r e n t  
m ethods f o r  th e  tre a tm e n t o f  unam ortlzed  d isc o u n t and c a l l  
premium on re fu n d ed  bonds have ad v o ca te s  among a c c o u n ta n ts
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to d a y . Some a c c o u n ta n ts  m a in ta in  t h a t  th© t o t a l  o f th e s e  
two item s shou ld  be  s e t  up i n  an  a p p r o p r ia te ly  t i t l e d  accoun t 
a t  t h e  t im e  o f  re fu n d in g  and t h a t  th e  amount should  th e n  be 
am o rtized  on th e  b a s i s  o f  th e  term  o f  th e  new bond i s s u e .
O th er a o coun t a n t 3 m a in ta in  t h a t  t h i s  amount shou ld  be am ortized  
on th e  b a s i s  o f  th e  rem a in in g  l i f e  o f  th e  bonds r e t i r e d  i n  th e  
re fu n d in g  o p e r a t io n .  Many a c c o u n ta n ts  i n  b o th  o f  th e se  groups 
id e n t i f y  th e  item  so  are co g n ized  as  a d e fe r r e d  ch a rg e , A t h i r d  
group o f  a c c o u n ta n ts  m a in ta in s  t h a t  th e  unam ortized  d isc o u n t 
and c a l l  premium sh o u ld  n o t  be s e t  up a s  an a s s e t  (d e fe r re d  
c h a rg e ) t b u t t h a t  b o th  item s sh o u ld  be w r i t te n  o f f  a t  th e  tim e 
o f  r e t i r e m e n t ,  th e re b y  re c o g n iz in g  a  l o s s  on th e  r e t ire m e n t 
o f  th e  o ld  bonds.
th e  r e a s o n in g  su p p o rtin g  th e  a m o rtiz a t io n  o f  d isco u n t 
and c a l l  premium o v er th e  te rm  o f  th e  new bond Is s u e  may be 
s t a t e d  a s  fo l lo w s :  The re fu n d in g  o p e ra t io n  sh o u ld  be con­
s id e re d  a s  r e s u l t i n g  i n  a n  e x te n s io n  o f  th e  o r ig in a l  lo an  
ag reem en t. The c a l l  premium r e f l e c t s  th e  c o s t  o f  o b ta in in g  
th e  e x te n s io n . The c a l l  premium should  th e r e f o r e  be am o rtized  
o v e r th e  te rm  o f  th e  new bond i s s u e .  The unam ortlzed  d isc o u n t 
r e f l e c t s  th e  unam ortlzed  d is c o u n t  on th e  o r ig in a l  lo a n  c o n t r a c t .  
Inasmuch a s  th e  same c o n t r a c t  I s  s t i l l  In  e f f e c t ,  bu t f o r  an 
ex ten d ed  te rm , th e  unam ortlzed  d is c o u n t shou ld  be  am ortized  
on th e  b a s i s  o f  th e  rem a in in g  te rm  o f  th a t  c o n t r a c t  (which i s  
th e  te rm  o f  th e  new bond i s s u e ) .
8 A ccounting Ease a rch  B u l le t in  No. 2 (New Yorfcs American 
In s t itu te  ofAcoountantB, 1 9 3 9 ), p . 9* ~
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The a c c o u n ta n ts  k&q advocate  th© above p ro ced u re  may be 
d e s c r ib e d  a s  ttf u n io n i s t s "  because th e y  contend  t h a t  th© two 
bond i s s u e s  a re  fu se d  in to  a s in g le  c o n t r a c t *9 However, i t  
sh o u ld  b e  reo o g n lz ed  t h a t  t h e i r  c o n te n tio n  seems to  ig n o re  
c e r t a i n  th in g s*  I t  i s  quit© t r u e  t h a t  i n  some re fu n d in g  
o p e r a t io n s  th e  two bond I s s u e s  have c e r t a in  common c h a ra c te r*  
i s t i e a *  I n  some c a se s  th e  new bonds a re  Issu ed  to  th e  same 
I n v e s to r s  who h e ld  th e  o ld  bonds* M m  in  th o se  in s ta n c e s  
w here th e r e  i s  a change In  b o n d h o ld e rs , i t  may be a d m itte d  
t h a t  t h i s  change I s  n o t p a r t i c u l a r l y  s ig n i f i c a n t  from  th e  
s ta n d p o in t  o f  th e  i s s u in g  c o rp o ra t io n  * I t  i s  a ls o  t r u e  t h a t ,  
i n  many in s t a n c e s ,  t h e  t o t a l  f a c e  amount o f o u ts ta n d in g  bonds 
a f t e r  th e  r e fu n d in g  o p e ra t io n  i s  th e  same as th e  amount out** 
s ta n d in g  p r i o r  t o  th e  re fu n d in g  t r a n s a c tio n *  B ut, some o f  
th e  o th e r  c h a r a c t e r i s t i c s  o f  th© two bond is s u e s  a re  n o t 
s im ila r*  T here h as  been a change in  th e  te rm  o f  th e  c o n tra c t*  
I n  many o a s e s , th e  r e fu n d in g  r e s u l t s  in  a change in  th e  s ta te d  
i n t e r e s t  r a te *  These a re  o u ts ta n d in g  c h a r a c te r i s t ic s *  I t  
does n o t  seem re a s o n a b le  t o  con tend  t h a t  two bond I s s u e s  i n ­
v o lv ed  i n  a re fu n d in g  o p e ra t io n  may be co n s id e red  a s  one when 
th e  two i s s u e s  d i f f e r  i n  such s ig n i f i c a n t  f e a tu re s *  I t  ap p ears  
t o  be  more re a s o n a b le  to  r e c o g n is e  th e  two bond i s s u e s  as being  
s e p a ra te  and d i s t i n c t  from  one a n o th e r .
The a c c o u n ta n ts  who m a in ta in  th a t  unam ortlzed d isc o u n t 
and c a l l  premium on refunded  bonds should  be am ortized  over
^R obert B lxon, "The F usion  o f  F in a n c ia l  T ra n s a c tio n s ,"  
The J o u rn a l o f  a c co u n ta n cy . XXXIV (1 942), 65*
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t i t s  re & a in in g  l i f e  o f  th e  o ld  bond is s u e  ta k e  an e n t i r e l y  
d i f f e r e n t  p o s i t io n  from  t h a t  d e s c r ib e d  above* These acco u n t­
a n ts  p o in t  o u t t h a t  th e  re fu n d in g  would n o t ta k e  p la c e  u n le s s  
an i n t e r e s t  sa v in g s  could  be o b ta in ed  o r  m a in ta in ed  the reby#
T o t  exam ple, in  th e  case  o f  th e  re fu n d in g  o p e ra t io n  d e sc r ib e d  
above , th e  an n u a l i n t e r e s t  re q u ire d  under th e  o r ig in a l  bond 
is s u e  was #5*000, w hereas th e  an n u a l i n t e r e s t  r e q u ire d  under 
th e  re fu n d in g  is s u e  i s  #4*000, Inasmuch as th e  o r ig in a l  bond 
i s s u e  had t e n  y e a rs  y e t  to  ru n  a t  th e  tim e  i t  was refunded* i t  
m ight be s a id  t h a t  th o s e  t e n  y e a rs  re a p  th e  b e n e f i t  o f  th e  
r e fu n d in g  o p e ra t io n  to  th e  e x te n t  o f  #1 ,000 p e r  y e a r . I t  
seems q u i te  r e a s o n a b le ,  th e n ,  to  m a in ta in  th a t  th e  unam ortized  
d is c o u n t and c a l l  premium on th e  o ld  bonds in d ic a te  th e  c o s t  
in c u r r e d  i n  making p o s s ib le  th e  r e a l i z a t i o n  o f  th e se  b e n e f i ts  
d u r in g  th e  t e n  y e a r  p e r io d .  I f  t h i s  be g r a n te d ,  th e n ,  in  
o rd e r  t o  se c u re  a p ro p e r  m atch ing  o f  c o s t s  and rev en u e s , th e  
unam ortized  d isc o u n t and o a l l  premium sh o u ld  be am ortized  a s  
expense o v er th e  te n  y e a rs  en jo y in g  th e  I n t e r e s t  s a v in g s .3*0 
C a re fu l a n a ly s is  o f  th e  above re a so n in g  w i l l  r e v e a l  t h a t  
i t  I s  q u ite  s im i la r  to  t h a t  which i s  fo llo w ed  by th e  ac co u n ta n ts  
who ad v o c a te  th e  c a p i t a l i z a t i o n  o f  rep lacem en t lo s s e s  on 
ta n g ib le  f a c i l i t i e s .  The w eaknesses in  t h a t  l i n e  o f re a so n in g
10” I t  i s  p o s s ib le  th a t  th e  ad v an tag es  o f  re fu n d in g  may 
l i e  n o t in  a lo w er c o s t o f  money bu t in  an improvement of 
o th e r  c o n d i t io n s  a t ta c h in g  to  th e  i s s u e s .  I t  n e v e r th e le s s  
rem ains t r u e  t h a t  th e  re fu n d in g  w i l l  r e s t  upon com parisons 
made f o r  th e  rem ain ing  p e r io d  o f  th e  o ld  bonds and t h a t  such 
ca se s  th e r e fo r e  do n o t change th e  above c o n c lu s io n s .” 
A m ounting  8ese:;roh  B u l le t in  g o . 2 (New York; The American 
I n s t i t u t e  o f  -acco u n tan ts , 19397* 16 .
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have been d is c u s s e d  i n  C hap ter VII* I t  l a  s u f f i c i e n t  to  
p o in t  o u t h e re  t h a t  i n  th e  re fu n d in g  o p e ra t io n , th e  unam ortized  
d is c o u n t and c a l l  premium item s do n o t r e p r e s e n t  any c o s ts  o f  
o b ta in in g  s p e c ia l  b e n e f i t s  to  be en joyed  o ver th e  rem a in in g  
l i f e  o f  th e  o ld  bonds* I n s te a d ,  th ey  r e p r e s e n t  th e  c o s t o f  
te rm in a t in g  a c o n tr a c t  w hich  has now been found  to  be un­
f a v o ra b le .  I f  ad eq u ate  knowledge o f  th e  f u tu re  had been 
a v a i la b le  a t  th e  tim e th e  Issu an c e  o f  th e  o ld  bonds was b e in g  
c o n s id e re d , th e s e  ite m s  would n o t now p re s e n t  them selves*
To c a r ry  them  fo rw ard  a s  d e fe r r e d  ch a rg es  i s  n o th in g  l e s s  
th a n  c a p i t a l i z i n g  la e k  o f  f o r e s ig h t .
A t h i r d  group o f  a c c o u n ta n ts ,  (among whom may be l i s t e d  
P a to n , L i t t l e t o n ,  M oonitz and 3 ta e h l in g ) ,  re c o g n iz in g  th e  
w eaknesses i n  th e  p o s i t io n s  ta k e n  by th e  two groups d isc u sse d  
above, ad v o ca te  a more re a s o n a b le  tre a tm e n t o f  unsm ortlzed  
d is c o u n t  and c a l l  premium on re fu n d ed  bonds* These acco u n t­
a n t s  m a in ta in  th a t  th e  two bond is s u e s  a re  e n t i r e l y  s e p a ra te  
and d i s t i n c t ,  and t h a t  th e  c o s ts  r e l a t i n g  to  one shou ld  n o t 
be c a r r ie d  fo rw ard  o r  fu sed  w ith  th e  c o s ts  r e l a t i n g  to  th e  
o th e r*  I f  th e  d e s i r a b i l i t y  o f  r e t i r e m e n t  p r i o r  to  norm al 
m a tu r i ty  d a te  i s  fo re se e n  a f t e r  th e  f i r s t  bonds have been 
i s s u e d ,  t h e  d is c o u n t  on t h e i r  Issu an c e  p lu s  th e  c a l l  premium 
w hich would be re q u ire d  to  e f f e c t  th e  advance re t ir e m e n t 
sh o u ld  be combined w ith  th e  i n t e r e s t  In d ic a te d  b3^  th e  s ta te d  
I n t e r e s t  r a t e  and th e  t o t a l  should  be sp read  as  expense 
a s s ig n a b le  to  th e  p e r io d s  d u r in g  which th e  bonds are  suspected 
to  be o u ts ta n d in g . I f  such tr e a tm e n t  has n o t been  g iv en  to
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th e  i n i t i a l  d is c o u n t and c a l l  premium a t  th e  tim e  th e  bonds 
a re  re fu n d e d , th e  unam ortized  p a r t  o f  th e  i n i t i a l  d isc o u n t and 
th e  e n t i r e  amount o f  th e  c a l l  premium shou ld  be w r i t te n  o f f ,  
i n d ic a t in g  a l o s s  w hich must be acknowledged i n  te rm in a tin g  
th e  bond c o n tr a c t  i n  advance o f  th e  o r ig in a l ly  a n t ic ip a te d  
date*^-1
In  sum m arizing th e  above d is c u s s io n  i t  may be s t a t e d  
t h a t  th e r e  does n o t a p p e a r  to  be any re a so n a b le  b a s is  f o r  
c a r ry in g  fo rw ard  any p a r t  o f  th e  unam ortized  d is c o u n t and 
c a l l  premium r e l a t i n g  to  bonds w hich have been re fu n d e d , 
r e g a r d le s s  o f  w hether th e  p e r io d  o f  a m o r tiz a t io n  i s  th e  
rem ain in g  l i f e  o f  th e  o ld  bonds o r th e  l i f e  o f  th e  new bonds*
I t  i s  h e re  recommended t h a t  su ch  item s be t r e a t e d  in  accordance 
w ith  t h e  t h i r d  method d is c u s s e d  above—w r i t te n  o f f  e n t i r e l y  
a t  th e  tim e  th e  re fu n d in g  ta k e s  p la c e  and, th e r e f o r e ,  ex­
c lu d ed  from  th e  d e fe r re d  ch a rg es c l a s s i f i c a t i o n *
13-I t m igh t be n o ted  t h a t  th o se  ac co u n ta n ts  who oppose th e  
above view sometimes argue t h a t  th e  re fu n d in g  would n o t ta k e  
p la o e  I f ,  by  so  d o in g , a lo s s  i s  in c u rred *  In  r e p ly  to  th e s e  
accountants, Paton says, "It sh o u ld  be n o ted  t h a t  re fu n d in g  
does n o t c a u se  a lo s s  to  be s u f f e r e d ;  re fu n d in g  I s  r a th e r  th e  
occasion fo r  acknowledging th e  lo s s  which h as  acc ru ed  because 
th e  c o n d i t io n s  a t ta c h in g  t o  th e  o r ig in a l  c o n t r a c t  a re  no 
longer f a v o ra b le * ” P a ton, Advanced A ccoun ting , p* 643*
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A su rv ey  o f  c u r r e n t  a c co u n tin g  l i t e r a t u r e  and r e c e n t  
p u b lis h e d  f i n a n c i a l  s ta te m e n ts  r e v e a ls  w idesp read  us© o f  an 
a s s e t  c l a s s i f i c a t i o n  s e c t io n  on th e  b a la n c e -s h e e t  e n t i t l e d  
D e fe rre d  C h a rg es , She item s c u s to m a rily  c l a s s i f i e d  in  t h i s  
s e c t io n  a r e ,  to  a  la rg e  e x te n t ,  d i s s im i la r  in  n a tu re  and a re  
u n r e la te d  to  one a n o th e r  from  th e  s ta n d p o in t o f  the  fu n c tio n s  
th e y  p erfo rm  f o r  th e  e n te rp r is e *  A c a r e f u l  s tu d y  o f th e  de­
t a i l e d  a c c o u n tin g  tre a tm e n t t r a d i t i o n a l l y  given to  th e se  
item s r e v e a ls  numerous In s ta n c e s  in  which the  tre a tm e n t i s  
in c o n s i s te n t  w ith  g e n e ra l ly  a c c e p te d  b a s ic  a cco u n tin g  con­
c e p t s ,  In  th e  l i g h t  o f  such c o n d i t io n s ,  i t  i s  n o t  s u r ­
p r i s in g  t h a t  th e  d e fe r r e d  ch a rg e s  s e c t io n  i s  looked  upon 
w ith  doub t and s u s p ic io n  by many In d iv id u a ls  who examine 
b a la n c e - s h e e ts ,  and  i s  d isc o u n te d  h e a v i ly  (o f te n  e lim in a te d  
co m p le te ly )  by  many a n a ly s t s .  I t  may th e re fo re  be concluded  
th a t  th e  d e f e r r e d  ch a rg es s e c t io n ,  as  p r e s e n t ly  c o n s t i tu t e d ,  
s e rv e s  l i t t l e  o r  no u s e fu l  purpose In th e  b a la n c e -s h e e t ,
The o b je c t io n a b le  f e a tu r e s  o f  th e  t r a d i t i o n a l  a cco u n tin g  
tre a tm e n t o f  In d iv id u a l  d e fe r re d  charge Item s have been 
p o in te d  o u t in  t h i s  s tu d y , and recom mendations have been 
made fo r  rem edying them. I f  fo llo w ed , th e se  recom mendations 
w i l l  r e s u l t  in  an ac co u n tin g  tre a tm e n t which I s  in  co n fo rm ity  
w ith  b a s ic  a c c o u n tin g  co n cep ts  and w i l l  r e s u l t  In  a  more
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u se fu l p r e s e n ta t io n  o f  th e se  item s on th e  b a la n c e -sh ee t ,
These recom m endations a re  summarized b r i e f l y  in  t h i s  con­
c lu d in g  chap ter*  and th e  b a la n ce-sh eet p resen ta tio n  r e su lt in g  
from t h e i r  ad o p tio n  i s  i l lu s t r a t e d  by means o f  a model b a lan ce -  
sh ee t#
PREPAID EXPENSES
The ac c o u n tin g  p r in c ip l e s  c u s to m a rily  fo llo w ed  to d a y  in  
r e c o rd in g  e x p e n d itu re s  f o r  p re p a id  expenses a re  s a t i s f a c to ry *  
Such e x p e n d itu re s  a re  u s u a l ly  re c o rd ed  a t  c o s t ,  i n  co n fo rm ity  
w ith  th e  c o n c e p t o f  m easured  c o n s id e ra tio n *  These c o s t  
e le m e n ts  a re  th e n  h e ld  i n  su spense  u n t i l  th e y  a r e  p ro p e r ly  
a s s ig n a b le  a g a in s t  rev en u es  to  which th e  r e la te *  While th e y  
a re  h e ld  i n  su sp en se  (as  a s s e t s )  th ey  a r e  deemed to  be 
d i v i s i b l e ,  m o b ile , and cap ab le  o f  ad h e rin g  to  o th e r  c o s t  
e lem en ts  t o  form  new c o s t  ag g reg a tes*
The m ajo r w eakness in  c u r r e n t  acco u n tin g  f o r  p re p a id  
expenses i s  found  i n  t h e  b a la n c e -s h e e t  p r e s e n ta t io n  o f  such 
item s*  T r a d i t i o n a l ly ,  p repaym ents have been c l a s s i f i e d  i n  
th e  d e fe r re d  ch a rg e  s e c t io n  o f  th e  b a la n c e -s h e e t ,  f a r  r e ­
moved from  th e  c u r r e n t  a s s e ts *  T h is tre a tm e n t i s  no doub t 
l a r g e l y  th e  r e s u l t  o f  th e  l iq u id a t in g  v a lu e  approach  fo rm erly  
ta k e n  by c r e d i t  g ra n to rs *  Erom th e  s ta n d p o in t  o f  a go ing  
co n c e rn , how ever, p re p a id  expenses shou ld  be reco g n ized  as 
j u s t  as much a p a r t  o f  th e  w orking c a p i t a l  o f  th e  e n te r p r i s e
a s  c a sh , a c co u n ts  r e c e iv a b le s ,  and in v e n to r ie s ,  even though 
i n  some c a se s  p re p a id  expense item s la c k  both  p h y s ic a l
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su b s tan ce  and Cash r e a l i z a b i l i t y *
I t  I s  th e r e f o r e  recommended t h a t  p re p a id  expense Item s 
be c l a s s i f i e d  i n  th e  c u r r e n t  a s s e t  s e c t io n  o f  th e  balance** 
s h e e t  r a t h e r  th a n  i n  th e  d e fe r re d  ch a rg es  se c tio n *  a more 
a c c u ra te  s ta te m e n t o f  w ork ing  c a p i t a l  and a c o rre sp o n d in g ly  
more u s e fu l  b a la n c e -s h e e t  w i l l  r e s u l t*
OHGANIZATIOM COSTS AHD GBNKRAL OBVBiaPMWTAL COSTS
The m a jo r w eakness i n  t h e  c u r r e n t  ac co u n tin g  tr e a tm e n t 
o f  o rg a n iz a t io n  and d ev e lo p m en ta l c o s t s  stem s from  th e  f a c t  
t h a t  w a y  a c c o u n ta n ts  to d a y  assume a l iq u id a t io n  v iew po in t 
when c o n s id e r in g  such  c o s t s .  Because th e  ex p e n d itu re s  f o r  
such  ite m s  u s u a l ly  do n o t r e s u l t  i n  th e  a c q u is i t io n  o f  any 
a s s e t s  w hich have cash  r e a l i z a b l e  v a lu e s  upon te rm in a tio n  
o f  th e  e n t e r p r i s e  9 th e s e  a c c o u n ta n ts  a re  r e lu c ta n t  to  reco g ­
n iz e  such c o s t s  as a s s e ts *  Some a c c o u n ta n ts  advocate  th e  
im m ediate w r i t e - o f f  o f  such c o s ts  when in cu rred *  O ther 
a c c o u n ta n ts  a re  w i l l in g  to  c a p i t a l i z e  th e  e x p e n d itu re s  (a s  
d e f e r r e d  c h a rg e s )  b u t th e n  ad v o ca te  th e  a m o rtiz a t io n  o f  th e  
c a p i t a l i z e d  amounts as  r a p id ly  a s  e a rn in g s  an d /o r su rp lu s  
w i l l  perm it*
f r o m  a g o in g  concern  s ta n d p o in t ,  o rg a n iz a tio n  and deve lop ­
m e n ta l e x p e n d itu re s  ra n k  on a p a r  w ith  e x p e n d itu re s  fo r  
ta n g ib le  f a c i l i t i e s .  They r e p r e s e n t  e x p e n d itu re s  from  which 
th e  e n t e r p r i s e  w i l l  r e c e iv e  s e r v ic e s  and b e n e f i t s  i n  fu tu re
years*  I n  th e  case  o f  many such e x p e n d itu re s , b e n e f i t s  w i l l  
be re c e iv e d  over th e  e n t i r e  l i f e t im e  o f  th e  e n te rp r is e *  Any 
p r a c t i c e  w hich p ro v id e s  f o r  th e  Im m ediate w r i t e - o f f  o f such
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e x p e n d itu re s ,  o r  f o r  an a r b i t r a r i l y  r a p id  a m o rtiz a t io n  o f  th e  
c o s t s ,  c a u s e s  f u tu r e  p e r io d s  (which r e c e iv e  benefit©  from t h e  
e x p e n d itu re s ) to  bo r e l i e v e d  o f  expense ch a rg e s  th e re fro m , 
th u s  r e s u l t i n g  i n  im proper m atch ing  o f  c o s t s  and revenues*
I t  i s  t h e r e f o r e  recommended th a t  o rg a n iz a t io n  and 
dev e lo p m en ta l e x p e n d itu re s  be c a p i ta l i z e d  when in cu rred *
An a m o r t iz a t io n  program  sh o u ld  th en  be e s ta b l i s h e d  to  p ro v id e  
f o r  th e  e q u i ta b le  assig n m en t o f  th e s e  c o s ts  a s  expenses to  
th e  p e r io d s  r e c e iv in g  b e n e f i t s  therefrom * I f  th e  l i f e  o f  
th e  e n te r p r i s e  i s  deemed to  h e  u n lim ite d , no a m o rtiz a t io n  
i s  n e c e s s a ry  f o r  th e  e x p e n d itu re s  w hich a r e  ex p ec ted  to  re n d e r  
b e n e f i t s  o v e r  th e  e n t i r e  l i f e t im e  o f  th e  b u sin ess*  Lech o f  
m a t e r i a l i t y  and la e k  o f  cash  r e a l i z a b l e  v a lu e  shou ld  n o t be 
c o n s id e re d  J u s t i f i c a t i o n  f o r  an u n reaso n ab ly  ra p id  a m o rti­
z a tio n *
I t  i s  a ls o  recommended t h a t  o rg a n iz a t io n  and  develop ­
m en ta l c o s ts  be p re s e n te d  in  th e  in ta n g ib le  a s s e t  s e c t io n  
o f  t h e  b a la n c e -s h e e t*  These item s p o sse ss  c h a r a c t e r i s t i c s  
and fu n c tio n s  s im i la r  to  th o se  a s s e t s  n o rm ally  c l a s s i f i e d  
a s  in ta n g ib le  a s s e t s .  They r e p r e s e n t  e x p e n d itu re s  fo r  non- 
w ork ing  e a p i t a l  item s w hich do n o t  r e s u l t  in  th e  a c q u is i t io n  
o f  any ta n g ib le  f a c i l i t y  bu t from  which a re  d e r iv e d  s e rv ic e s  
and b e n e f i t s  w hleh a id  In  th e  norm al conduct o f  th e  e n te r ­
p r i s e .  I n t e l l i g e n t  a n a ly s is  o f  th e  b a la n c e -s h e e t w i l l  be 
f a c i l i t a t e d  i f  th e y  a r e  grouped w ith  th e  o th e r  a s s e ts  which 
p o sse s s  such  c h a r a c t e r i s t i c s .
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LOSSES
ftJWftlr aM M M  t e t e s  % M  -iaigl-QPm cat.al p e r io d * The 
o u rp en t a c c o u n tin g  tr e a tm e n t o f  noimal lo o s e s  r e s u lt in g  from 
o p e ra t io n s  d u r in g  th e  deve lopm en ta l p e r io d  i s  ignite s im i la r  
to  t h e  t r e a tm e n t  c u r r e n t ly  g iven  to  o rg a n is a t io n  and d ev e lo p - 
m e n ta l c o s t s  d is c u s s e d  above* The common p r a c t i c e  to d ay  i s  
e i t h e r  to  w r i te  o f f  such  lo s s e s  when In c u rre d  o r  t o  c a p i t a l i z e  
them (a s  d e f e r r e d  c h a rg e s)  and th e n  t o  am o rtize  them  a s  r a p id ly  
a s  e a rn in g s  a n d /o r  s u rp lu s  w i l l  perm it*  The same o b je c t io n s  
w hich w ere ex p ressed  above i n  th e  d is c u s s io n  o f  o rg a n iz a t io n  
end d ev e lo p m en ta l e o s ta  ap p ly  t o  su ch  lo ss e s*
Normal and n e c e s s a ry  lo s s e s  in c u rre d  d u rin g  th e  d ev e lo p ­
m en ta l p e r io d  r e p r e s e n t  c o s ts  in c u r re d  i n  g e t t in g  th e  e n t e r ­
p r i s e  e s ta b l i s h e d  a s  a g o in g  concern# They a r e  developm ental 
c o s ts*  , The recom m endations s t a t e d  above i n  co n n ec tio n  w ith  
o rg a n iz a t io n  and o th e r  developm ental c o s t s  ap p ly  w ith  equal 
fo rc e  to  them* Xn a d d i t io n ,  i t  i s  recommended t h a t  th e  use 
o f  th e  te rm  " lo s s e s "  i n  c o n n e c tio n  w ith  such  c o s ts  be avoided*
A  more d e s c r ip t iv e  term  such  a s  "ex cess  o f  c o s t s  o v er rev en u es 
d u r in g  d ev e lo p m en ta l p e r io d 0 would s t a t e  c l e a r ly  what th e  
c o s ts  r e p r e s e n t  and w ould a l s o  av o id  th e  e rro n eo u s  im p ress io n  
t h a t  th e  te rm  " lo s s e s "  g iv e s  when i t  i s  used i n  co n n ec tio n  
w ith  th e s e  item s*
R eplacem ent l o s s e s * The c u r r e n t  acco u n tin g  tre a tm e n t o f 
rep lacem en t lo s s e s  I s  n o t uniform * Some ac co u n ta n ts  c a p i t a l i z e  
such l o s s e s ,  in c lu d in g  th e  amount o f th e  lo s s  as  p a r t  o f  th e  
c o s t  o f  th e  new a s s e t  a cq u ired  o r  s e t t i n g  up th e  lo s s  in  a
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s e p a ra te  acco u n t i d e n t i f i e d  a© a d e fe r re d  ch a rg e , l a  e i t h e r  
o a s e , th e  amount c a p i t a l i z e d  i s  th e n  a m o rtised  p e r io d ic a l ly  
as expense*
C a p i ta l i z a t io n  and sub seq u en t a m o rtiz a t io n  o f  r e p la c e ­
ment l o s s e s  i s  In c o r re c t*  A rep lacem en t lo s s  a r i s e s  because 
the cost o f  th e  o ld  a s s e t  h as  n o t  been p ro p e r ly  a s s ig n e d  a® 
expanse during t h e  te rm  o f  i t s  use* The rep lacem en t lo s s  
does not render service t o  th e  p e r io d s  subsequen t to  i t s  
recognition, n o r  does a rep lacem en t lo s s  enhance th e  useful** 
ness of th e  new asset which does s e rv e  th o se  p e rio d s*  The 
capitalization  end subsequent a m o r tiz a t io n  o f rep lacem en t 
lo sses therefore would r e s u l t  i n  th e  assignm ent o f  expense 
to periods which r e c e iv e  no benefits th e re fro m  and would 
therefore constitute a v iolation  o f  th e  concep t o f  m atching 
costs and revenues«
The recommended tr e a tm e n t  o f  rep lacem en t lo s s e s  i s  to  
write them o f f  a t  th e  tim e th e  rep lacem en t t  a ices p lace*  Such 
treatment d o es  n o t  a c h ie v e  a p e r f e c t  m atching o f  c o s ts  and 
revenues. To accom plish  t h i s  i t  would be n e c e s s a ry  t o  r e c a l l  
t h e  f i n a n c i a l  s ta te m e n ts  p re p a re d  f o r  p rec e d in g  y e a rs  and 
adjust them to  c o r r e c t  th e  under s ta tem en t o f  d e p re c ia t io n  on 
the a s s e t  w hich h as  been re p laced *  Such a p ro ced u re  i s  im­
p r a c t i c a l  i n  m ost cases*  However, th e  im m ediate w r i te - o f f  of 
a  rep lacem en t lo s s  does re o o g n lz e  th a t  e r r o r s  have been made 
in  p a s t  p e r io d s ,  mafces c o r r e c t io n  f o r  them in  a lump sum, 
and p re v e n ts  th e  c a rry -fo rw a rd  o f such e r r o r s  in to  fu tu re  
p e rio d s*
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E x p en d itu re s  fop  re a r ra n g in g  and r e i n s t a l l i n g  e x i s t in g  
f a c i l i t i e s  a r t  t r e a t e d  i n  v a r io u s  way® by acco u n tan ts  today* 
Some a c c o u n ta n ts  ad v o ca te  th e  im m ediate w r i t e - o f f  o f  suoh 
c o s t s .  These a c c o u n ta n ts  u s u a l ly  a t t e s t  to  defend  t h i s  
p ro ced u re  by p o in t in g  o u t t h a t  e x p e n d itu re s  o f  t h i s  ty p e  
o f te n  do  n o t  r e s u l t  i n  any in c re a s e  i n  th e  ta n g ib le  f a c i l i t i e s  
o f  th e  e n t e r p r i s e  n o r  do th e y  cause  any in c re a s e  i n  th e  ca sh  
r e a l i s a b l e  v a lu e  o f  th o s e  e x i s t in g  f a c i l i t i e s  to  which th e y  
r e la te *  I t  i s  t r u e  t h a t  th e s e  ex p e n d itu re s  o f te n  do no t 
b r in g  a b o u t suoh r e s u l t s ,  b u t t h i s  f a c t  a lo n e  i s  n o t J u s t i f i -  
c a t io n  f o r  t h e i r  im m ediate w r i te -o f f*  I f  f u tu re  p e r io d s  w i l l  
d e r iv e  b e n e f i t s  from  e x p e n d itu re s , and t h i s  i s  o f te n  t r u e  In  
th e  ease  o f  e x te n s iv e  r e a r r a n g in g  and r e i n s t a l l s t l o n  c o s t s ,  
th e  e x p e n d itu re s  shou ld  be c a p i ta l i z e d  and th e n  am o rtized  as  
expense over th o se  f u tu r e  p e r io d s  which b e n e f i t  therefrom *
An lx m e d ia te  w r i t e - o f f  o f  suoh e x p e n d itu re s  n o t on ly  r e f l e c t s  
a l i q u i d a t i o n  a t t i t u d e  r a th e r  th a n  t h a t  o f  a g o in g  co n cern , 
b u t a l s o  r e s u l t s  i n  an Im proper m atching o f c o s t s  and rev en u es .
Many a c c o u n ta n ts  to d ay  re co g n ize  t h a t  many e x p e n d itu re s  
f o r  r e a r r a n g in g  and r e i n s t a l l i n g  e x i s t in g  f a c i l i t i e s  should  
be c a p i t a l i z e d .  However, t h e r e  i s  no u n ifo rm ity  i n  th e  manner 
i n  which suoh e x p e n d itu re s  a re  c a p ita l iz e d #  Some o f  th e se  
a c c o u n ta n ts  m a in ta in  t h a t  suoh ex p e n d itu re s  should  be c a p i t a l ­
iz e d  a s  a d d i t io n s  to  th e  c o s t  o f  th e  f a c i l i t i e s  in  co n n ec tio n  
w ith  w hich  th e y  were in c u r r e d .  T his tre a tm e n t i s  recommended 
because I t  r e s u l t s  i n  a more a c c u ra te  s ta te m e n t o f  th e  c o s t  o f
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th e  f a c i l i t i e s  i n  t h e i r  p r e s  a n t u se .
O ther a c c o u n ta n ts  m a in ta in  t h a t  suoh ex p en d itu re s  shou ld  
he c a p i t a l i s e d  s e p a r a te ly ,  i d e n t i f i e d  a s  d e fe r re d  c h a rg e s .
Those a c c o u n ta n ts  who ad v o ca te  t h i s  tre a tm e n t p o in t o u t t h a t  
o f te n  th e  c o s t  shown f o r  f a c i l i t i e s  a lre a d y  in c lu d e s  i n i t i a l  
i n s t a l l a t i o n  c o s ts  and s im i la r  e x p e n d itu re s . The a d d i t io n  
o f  r e i n s t a l l a t i o n  c o s ts  would r e s u l t  i n  d u p l ic a t io n .  T h is  
i s  q u i te  t r u e ,  h u t  th e  c a p i t a l i s a t i o n  o f  r e  i n s t a l l a t i o n  c o s ts  
a s  d e fe r r e d  ch a rg e s  d o es n o t  seem to  be a s a t i s f a c t o r y  s o lu t io n  
t o  t h e  p ro b lem . D u p lic a tio n  s t i l l  e x i s t s ,  even though in  
s e p a r a te  a c c o u n ts , and expenses o f  f u tu re  p e r io d s  w i l l  be 
o v e r s ta te d  th e re fro m . Such d u p l ic a t io n ,  how ever, can he 
av o id e d . I f ,  a t  th e  tim e r e a r ra n g in g  and r e i n s t a l l a b l o a  
c o a ts  a re  in c u r r e d ,  any p a r t  o f  p re c e d in g  i n s t a l l a t i o n  and 
arrangem ent c o s t s  a r e  s t i l l  in c lu d e d  i n  th e  c o s t  shown f o r  
th e  f a c i l i t i e s ,  such c o s t s  sh o u ld  he w r i t t e n  o f f  im m edia tely  
because  t h e i r  u s e fu ln e s s  h as  e x p ire d . Hew re a r ra n g in g  and 
I n s t a l l a t i o n  e x p e n d itu re s  may th e n  he c a p i t a l i z e d  a s  a d d i t io n s  
t o  th e  c o s t  shown f o r  th e  f a c i l i t i e s  to  w hich th ey  r e l a t e  
w ith o u t danger o f  d u p lic a t io n *
I t  i s  t h e r e f o r e  recommended th a t  e x te n s iv e  re a r ra n g in g  
and r e i n s t a l l a t i o n  c o s ts  be c a p i ta l i z e d  when In c u r re d . Th© 
amounts c a p i ta l i z e d  shou ld  be am o rtized  as expense over the  
p e r io d s  r e c e iv in g  b e n e f i t  th e re fro m . The e x p e n d itu re s  sh o u ld  
n o t be  i d e n t i f i e d  a s  d e fe r r e d  charges bu t should  be c a p i ta l iz e d  
as a d d i t io n s  to  th e  c o s ts  o f  th e  f a c i l i t i e s  to  which th e y  
r e la te *  In  t h i s  way, a more a c c u ra te  and a more u s e fu l  p resen*  
t a t i o n  o f  th e  c o s t  o f f a c i l i t i e s  p r e s e n t ly  In  use may b© o b ta in e d ,
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bond discount
D iscoun t gts. o u t s ta n d in g  bonds. Thr m  methods o f  t r e a t i n g  
d is c o u n t on o u ts ta n d in g  bonds have ad v o ca te s  among a c c o u n ta n ts  
today* T here a re  some acco u n tan ts  who c o n s id e r  d isc o u n t on 
bonds t o  he a lo s s  w hich sh o u ld  be reco g n ized  a t  th e  time 
the bonds a r e  is s u e d .  There a r e  o th e r s  who c o n s id e r  d isc o u n t 
on bonds t o  be an a s s e t  (p re p a id  i n t e r e s t )  which shou ld  be 
recognized a t  th e  tim e  th® bonds a re  is s u e d  and w hich shou ld  
then be amortized a s  expense over th e  te rm  o f  th© bonds.
There a r e  s t i l l  o th e r s  who c o n s id e r  d is c o u n t on bonds to  be 
the unpaid (an  nnaeorued) i n t e r e s t  n o t covered  by th e  nom inal 
i n t e r e s t  accruals and paym ents. The C onclusion  reach ed  in  
th is  study i s  t h a t  th e  tre a tm e n t ad v o ca ted  by th e  t h i r d  
group i s  c o r r e c t  and t h a t  th e  f i r s t  two g roups e r r  because 
th e y  have an in c o r r e c t  co n cep tio n  o f  I n t e r e s t  and  b ecau se  
they te n d  to  ta k e  a l i q u i d a t i o n  a t t i t u d e  In  d e a lin g  w ith  
l ia b ilit ie s*
The amount r e c e iv e d  a t  th e  tim e  bonds a re  is s u e d  con­
stitu te s  th e  amount borrowed th rough  th e  is su a n c e  o f  th© bonds. 
I f  more th a n  t h a t  amount m ust be p a id  to  th e  le n d e rs  a t  matur-* 
i ty  o f  th e  bonds, th e  ex cess  i s  a payment made f o r  th e  use 
of th e  money . ^  The amount bo p a id  does n o t c o n s t i tu t e  a 
l o s s ;  s e rv ic e s  a re  re c e iv e d  th e re fro m . The amount so p a id  
canno t be co n s id e re d  t o  be p re p a id  a t  th© tim e  th e  bonds 
a re  is s u e d ;  i t  i s  n o t  p a id  u n t i l  m a tu r i ty  o f  th e  bonds. In
2*In th e  case  o f  m ost bond i s s u e s ,  p e r io d ic  i n t e r e s t  
paym ents o f  s t a t e d  amount m ust a ls o  be made.
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r e a l i t y ,  th e  amount so paid c o n s t itu te s  a payment o f a 
l i a b i l i t y  which has a r isen  because o f  th e  a c c ru a l  o f  in te r e s t  
from day to  day daring the term o f the bonds* This in te r e s t  
should be recogn ized  as expense p e r io d ic a lly  during the term  
o f  th e  bonds and a corresponding in crease  in  th e  l i a b i l i t y  
r e la t in g  to  th e  bonds should a lso  be recogn ised  each p eriod .
On a go in g  concern b a s is , the amount o f  the l i a b i l i t y  at any 
g iven  tim e i s  th e  amount borrowed p lu s the p o rtio n  o f  suoh 
I n t e r e s t  w hich has accrued up to  th e  g iven  tim e.
U nam ortlzed d isco u n t and o a l l  premium op refunded bonds* 
There i s  a d iffe r e n c e  o f  op in ion  among accountants today as 
to  th e  proper treatm ent o f  the unamortized d iscount and c a l l  
premium r e l a t i n g  t o  a bond is s u e  which has been r e t ir e d  through 
th e  is s u a n c e  o f  new bonds. Some accountants m aintain th a t  
the unam ortized  d iscou n t and c a l l  premium should be shown as 
a d eferred  charge, the amount o f  which i s  to  be am ortized  
over what would have been th e  remaining l i f e  o f  the o ld  bond 
i s s u e .  Other aooountants agree w ith  t h i s  treatm ent except 
th a t th ey  m aintain  th a t the am ortization  should be over the 
l i f e  o f  th e  new bond i s s u e .  S t i l l  other accountants m aintain  
th a t the unamortized d iscou n t and o a ll  premium should be 
w ritten  o f f  a t th e time th e  o ld  bonds are r e t ir e d , not to  be 
ca rr ied  forward as a deferred  charge at a ll*
The p r in c ip a l argument advanced by those who favor  
carry in g  th e unamortized d iscount and c a l l  premium as a 
d eferred  charge i s  th a t th ese  two item s rep resen t c o s ts  
incurred in  th e  refunding tra n sa c tio n  and that fu ture p eriod s
a re  b e n e f i te d  by th e  re fu n d in g  t r a n s a c t io n ;  th e re fo r e  th e s e  
o o a ts  sh o u ld  be c a p i ta l i z e d  and th en  am o rtized  o v er th o s e  
f u tu r e  p e rio d s*  The c o n c lu s io n  reach ed  l a  t h i s  s tu d y  I s  t h a t  
t h i s  argum ent i s  unsound* The unam ortlzed  d is c o u n t and c a l l  
premium do n o t r e p r e s e n t  c o s ts  which w i l l  b e n e f i t  f u tu re  
p e rio d s*  I n s te a d ,  th e y  r e l a t e  e x c lu s iv e ly  to  th e  p a s t  p e r io d s  
and th e  o ld  bond is s u e  o u ts ta n d in g  d u rin g  th o se  p a s t  p e rio d s*  
They a r e  in c u r r e d ,  n o t  f o r  th e  purpose o f  I s s u in g  new bonds, 
b u t f o r  th e  p u rp o se  o f  c a n c e l l in g  a c o n tra c t  w hich has been 
found t o  be no lo n g e r  d e s ira b le *  They do n o t re n d e r  s e rv ic e  
to  f u tu r e  p e r io d s ;  th e y  m ere ly  r e - e s t a b l i s h  th e  s t a tu s  quo* 
They th e r e f o r e  sh o u ld  n o t be c a r r ie d  fo rw ard  as d e fe r re d  
eh a rg e s  b u t  shou ld  b e  w r i t te n  o f f  a t  th e  tim e o f  re t ir e m e n t 
o f  th e  o ld  bonds*
CONCLUSIONS REGARDING THE USE OF THE TERM DEFERRED CHARGES 
In  C h ap te r I I I  o f  t h i s  s tu d y , two u ses  o f  th e  te rm  
d e fe r r e d  eh a rg es were no ted*  In  th e  case  o f  one, th e  te rm  
i s  used w ith  a b ro ad  m eaning, r e f e r r in g  t o  any e a p e n d ltu re  
w hich i s  n o t to  be a s s ig n e d  as  expense im m edia tely  b u t which 
i s  t o  be c a p i t a l i z e d  and a ss ig n ed  as expense i n  l a t e r  p erio d s*  
In  t h i s  u se  o f  th e  te rm , a s s e t s  suoh a s  b u ild in g s , equipm ent, 
m erch an d ise , p a t e n t s ,  and c o p y r ig h ts  a re  d e f e r r e d  charges*
Most o f  th e  a s s e t s  o f  an e n te r p r i s e  a re  d e fe r re d  charges in  
t h i s  meaning o f  th e  te rm . No o b je c t io n  i s  o f fe re d  to  th e  use 
o f  th e  te rm  in  t h i s  m anner. In d eed , g r e a te r  use o f  th e  te rm  
In  t h i s  manner i s  d e s i r a b le  because i t  em phasizes th e  f a c t  
t h a t  most a s s e t s  a re  "expenses h e ld  In  su sp e n se ,"  a p o in t
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w hich i s  to© ©Item mot re c o g n iz e d  by many re a d e rs  o f  th e  
b a la n c e -sh e e t*
S*he te rm  d e fe r r e d  ©barges i s  a lso  used w ith  a more l im ite d  
m eaning, r e f e r r i n g  to  a r e l a t i v e l y  few ty p e s  o f  e x p e n d itu re s  
and o th e r  i te m s  ( lo s s e s  and bond d is c o u n t) ,  th e  m ost common 
o f  w hieh have been d isc u sse d  in  C h ap ters  XV th ro u g h  XX o f  
t h i s  study*  When used i n  t h i s  m anner, th e  te rm  a ls o  may 
se rv e  a s  a c a p t io n  f o r  th e  s e c t io n  o f  th© b a la n o e -e h e e t in  
w hieh th e s e  ite m s  a r e  © ustom arily  p re se n ted *  The use o f 
th e  t e a  d e f e r r e d  ch a rg es  in  t h i s  r e s t r i c t e d  sen se  i s  mis* 
le ad in g *  I t  in d ic a t e s  t h a t  th e  ite m s  so i d e n t i f i e d  a re  item s 
th e  am ounts o f  whieh a re  to  be h e ld  i n  su spense  f o r  th e  
a m e n t  end l a t e r  a s s ig n e d  a s  expense* In  in d ic a t in g  t h i s ,  
t h e r e  i s  th e  im p l ic a t io n  th a t  o th e r  i te m s , n o t so  i d e n t i f i e d ,  
do n o t p o s s e s s  th e  same c h a r a c te r i s t i c *  However, a s  n o ted  
ab o v e , m ost a s s e t s  a re  expenses h e ld  i n  suspense*  I t  i s  
th e r e fo r e  recommended t h a t  th e  te rm  d e fe r r e d  charges no 
lo n g e r  be used  i n  th e  l im i te d  sen se  in  which i t  h as  custom* 
a r i l y  been  used In  a c c o u n tin g .
I t  sh o u ld  be re c o g n ise d  th a t  th e  d isc o n tin u a n c e  o f  th e  
use  o f  th e  te rm  d e fe r r e d  ch a rg es i n  th e  r e s t r i c t e d  sense  
sh o u ld  n o t o r e a te  any problem  o f  s e le c t in g  a new c a p tio n  
f o r  th e  b a la n c e -s h e e t  s e o tlo n  fo rm erly  i d e n t i f i e d  as th e  
d e f e r r e d  eh a rg es  s e c t io n .  The d e fe r re d  ch a rg es  s e c t io n  
i t s e l f  shou ld  be  d isc o n tin u e d *  As p o in te d  out i n  th e  fo re *  
go ing  d is c u s s io n  o f  th e  in d iv id u a l  Item s c u s to m a rily  i d e n t i ­
f i e d  a s  d e fe r r e d  e h a rg e s , more a c c u ra te ,  more a n a ly z a b le ,
155
and m ore u s e fu l  s ta te m e n ts  w i l l  r e s u l t  from  th e  p r e s e n ta t io n  
o f  th e s e  Item s e lse w h e re , P re p a id  expenses shou ld  he c l a s s i ­
f i e d  i n  th e  c u r r e n t  a s s e t  s e c t io n  o f  th e  b a la n c e - s h e e t ,  th e re b y  
p ro v id in g  a more a c c u ra te  s ta tem en t o f  th e  w ording c a p i t a l  
a s s e t s  o f  t h e  e n te rp r is e *  O rg a n isa tio n  and developm enta l 
c o s ts  sh o u ld  b e  c l a s s i f i e d  i n  th e  in ta n g ib le  a s s e t  s e c t io n  
m£th th e  o th e r  e x p e n d itu re s  o f  a non-w orldng c a p i t a l , in ­
ta n g ib le  n a tu re  w hich a r e  made f o r  th e  a c q u is i t io n  o f  r i g h t s ,  
p r i v i l e g e s ,  and o p p o r tu n i t ie s  w hich b e n e f i t  (o r  a r e  n e c e ssa ry  
f o r )  th e  norm al o p e ra t io n  o f  th e  e n te rp r is e *  Such tre a tm e n t 
w i l l  p ro v id e  th e  a n a ly s t  w ith  a co h e re n t and com plete p re se n ­
t a t i o n  o f  a s s e t s  o f  t h i s  type*  ta > a n d i tu r s s  f o r  e x te n s iv e  
r e a r r a n g in g  and r e I n s t a l l a t i o n  o f  e x i s t in g  f a c i l i t i e s  shou ld  
be c a p i t a l i z e d  a s  a d d i t io n s  to  th e  o o s t o f  th e  f a c i l i t i e s  
to  w hich  th e y  r e l a t e  and shou ld  a c c o rd in g ly  be r e f le c te d  in  
th e  p r e s e n ta t io n  o f  suoh f a c i l i t i e s  In  th e  p la n t  a s s e t  s e c t io n  
o f  th e  b a la n c e - s h e e t ,  th e re b y  p ro v id in g  a more com plete 
s ta te m e n t o f  th e  c o s ts  r e l a t i n g  t o  th e  ta n g ib le  f a c i l i t i e s  
p r e s e n t ly  i n  use* The o th e r  t r a d i t i o n a l  d e fe r re d  charge 
ite m s  c o n s id e re d  i n  t h i s  s tu d y  a r e  n o t a s s e t s  and shou ld  
th e r e f o r e  n o t be p re s e n te d  a s  such on th e  b a la n c e -s h e e t ,  
i n  a d e fe r r e d  ch a rg es  s e c t io n  o r  o therw ise*  U nam ortized 
d is c o u n t on o u ts ta n d in g  bonds payab le  shou ld  be r e f l e c t e d  in  
th e  p r e s e n ta t io n  o f  th e  amount borrowed to  d a te  on bonds 
p ay ab le  i n  th e  l i a b i l i t y  s e c t io n  o f  th e  b a la n ce -sh e e t*  Ua- 
am o rtized  d isc o u n t and c a l l  premium on refunded  bonds, and 
rep lacem en t lo s s e s  c o n s t i tu t e  charges r e l a t i n g  w ho lly  to
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P a s t  a c t i v i t i e s  from  w hich f u tu r e  p e r io d s  d e r iv e  no b e n e f i t s .  
They shou ld  th e r e f o r e  n o t be c a r r ie d  forw ard  a s  a s s e t s  bu t 
sh o u ld  be charged  o f f  im m edia te ly  when in c u r re d .
I t  i s  a p p a re n t t h a t  th e  cum ula tive  e f f e c t  o f  th e  above 
recom m endations i s  th e  e l im in a tio n  o f  th e  d e fe r re d  ch a rg es 
c l a s s i f i c a t i o n  from  th e  b a la n c e -s h e e t * The b e n e f i t s  to  be 
d e r iv e d  from  th e  ad o p tio n  o f  th e s e  recom m endations stem  n o t 
from  th e  f a c t  t h a t  th e  d e fe r r e d  charges s e c t io n  I s  e l im in a te d , 
b u t r a t h e r  from  th e  f a c t  t h a t  th e  ite m s  fo rm e rly  p re s e n te d  
in  th e  d e f e r r e d  e h a rg es  s e c t io n  a r e  th e re b y  p re s e n te d  i n  
more a c c u ra te  and u s e fu l  f a s h io n  e lsew here  i n  th e  acco u n tin g  
s ta te m en ts*
ILLUSTRATIVE MODEL BALANCE-SHEET
A model b a la n c e - s h e e t ,  i l l u s t r a t i n g  th e  recommended 
p r e s e n ta t io n  o f  th e  d e fe r r e d  oharge item s to  which a t t e n t io n  
h a s  been g iv en  in  t h i s  s tu d y , i s  p re se n te d  on th e  fo llo w in g  
p a g e . T h is  b a la n c e -s h e e t  i s  r e l a t i v e l y  condensed, s u i t a b le  
f o r  in c lu s io n  in  th e  p u b lis h e d  annual r e p o r t  to  s to c k h o ld e rs . 
In fo rm a tio n  i n  g r e a te r  d e t a i l  may be d e s i r a b le  in  b a la n c e -  
s h e e ts  to  be used  f o r  i n t e r n a l  a d m in is t r a t iv e  p u rp o se s ,
I n  t h i s  i l l u s t r a t i o n ,  p a r e n th e t i c a l  comments have been in -  
e lu d e d  s o le ly  f o r  th e  purpose o f  id e n t i f y in g  ite m s  which 
have o u sto n m rlly  been in c lu d e d  in  th e  d e fe r re d  charges s e c t io n  
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